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THE FUTURE OF SOCIAL SECURITY FOR THIS
GENERATION AND THE NEXT: IMPLICA-
TIONS OF PROPOSALS AFFECTING FED-
ERAL, STATE, AND LOCAL GOVERNMENT
EMPLOYEES

THURSDAY MAY 21, 1998

HOUSE OF REPRESENTATIVES,
CoMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SOCIAL SECURITY,
Washington, DC.
The Subcommittee met, pursuant to notice, at 10 a.m., in room
B-318, Rayburn House Office Building, Hon. Jim Bunning (Chair-
man of the Subcommittee) presiding.
[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SOCIAL SECURITY

FOR IMMEDIATE RELEASE CONTACT: (202) 225-9263
May 13, 1998
No. SS-16

Bunning Announces Ninth
Hearing in Series on “The Future of
Social Security for this Generation and the Next”

Congressman Jim Bunning (R-KY), Chairman, Subcommittee on Social Security
of the Committee on Ways and Means, today announced that the Subcommittee will
hold the ninth in a series of hearings on “The Future of Social Security for this Gen-
eration and the Next.” At this hearing, the Subcommittee will examine the implica-
tions of proposals affecting Federal, State, and local government employees. These
proposals include extending mandatory Social Security coverage to all newly hired
State and local employees, and altering current law provisions affecting the Social
Security benefits of persons who receive government pensions. The hearing will take
place on Thursday, May 21, 1998, in room B-318 Rayburn House Office Building,
beginning at 10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony will be
from invited witnesses only. Witnesses are expected to include Members of Con-
gress, the U.S. General Accounting Office, Federal and State government employee
representatives, and social insurance experts. However, any individual or organiza-
tion may submit a written statement for consideration by the Committee and for
inclusion in the printed record of the hearing.

BACKGROUND:

Numerous Social Security reform proposals include a provision to extend manda-
tory coverage to all newly hired State and local government employees. Social Secu-
rity coverage has been expanded since Social Security’s beginning. Workers in busi-
ness and industry, then about 60 percent of the workforce, were the only persons
covered in the initial Social Security Act of 1935. Over time, the program’s coverage
has grown to include the self-employed, nonprofit groups, agricultural and house-
hold workers, the Armed Services, Members of Congress, and all other Federal em-
ployees hired after 1983.

State and local governments were excluded altogether in the original Social Secu-
rity Act of 1935 to avoid raising the possible constitutional questions of whether the
Federal Government could tax State and local governments, and because many
State and local government employees were already covered under other pension
plans. Beginning in 1950, Congress amended the law several times to make partici-
pation in Social Security available on a voluntary basis to employees of State and
local governments. In 1983, the State and local government option to terminate So-
cial Security coverage was repealed and all State and local governments participat-
ing in the system were required to continue their participation. Beginning July 1,
1991, Social Security coverage was made mandatory for State and local government
workers who do not participate in a retirement system for such employment.

The Social Security Administration estimates that 96 percent of the workforce, in-
cluding 70 percent of State and local government workers, is now covered by Social
Security and that about 4.9 million State and local government workers are not cov-
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ered by Social Security. Seven States (California, Colorado, lIllinois, Louisiana, Mas-
sachusetts, Ohio, and Texas) account for over 75 percent of non-covered payroll. Pre-
vious surveys have found that police, firefighters, and teachers are more likely to
occupy non-covered positions.

Also impacting Federal, State, and local government employees are two current
law provisions that reduce entitlement to Social Security benefits. These provisions,
commonly known as the Government Pension Offset (GPO) and Windfall Elimi-
nation Provision (WEP), were enacted in 1977 and 1983, respectively, in an attempt
to provide Social Security benefits which are fair to all workers, whether they work
in non-Social Security-covered government employment or in jobs under Social Secu-
rity.

Since the enactment of the GPO and WEP, government workers have expressed
concern that benefit reductions are imprecise and unfair. Legislative proposals have
been introduced which modify the way benefits would be calculated.

In announcing the hearing, Chairman Bunning stated: “Most Americans are sur-
prised to learn that not all workers are covered by Social Security. To many, cover-
ing those State and local government workers not covered under Social Security is
an issue of simple fairness. Yet, changing the retirement systems of many of our
teachers, firefighters, and police forces could have far reaching effects on these
workers and the long-term financing of their retirement plans. These workers have
devoted their careers to us, ensuring the safety and sound education of ourselves
and our children. Their views are very important to this Subcommittee, and we need
to listen and carefully consider what they have to say.”

FOCUS OF THE HEARING:

The Subcommittee will receive views on proposals to extend mandatory Social Se-
curity coverage to all newly hired State and local government employees and alter-
ing current law provisions affecting the Social Security benefits of persons who re-
celve government pensions.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit six (6) single-spaced copies of their statement,
along with an IBM compatible 3.5-inch diskette in WordPerfect 5.1 format, with
their name, address, and hearing date noted on a label, by the close of business,
Thursday, June 4, 1998 , to A.L. Singleton, Chief of Staff, Committee on Ways and
Means, U.S. House of Representatives, 1102 Longworth House Office Building,
Washington, D.C. 20515. If those filing written statements wish to have their state-
ments distributed to the press and interested public at the hearing, they may de-
liver 200 additional copies for this purpose to the Subcommittee on Social Security
office, room B-316 Rayburn House Office Building, at least one hour before the
hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be submitted on an IBM
compatible 3.5-inch diskette in WordPerfect 5.1 format, typed in single space and may not ex-
ceed a total of 10 pages including attachments. Witnesses are advised that the Committee will
rely on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
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by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, company, address,
telephone and fax numbers where the witness or the designated representative may be reached.
This supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘HTTP://WWW.HOUSE.GOV/WAYS__MEANS/".

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202-225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Chairman BuNNING [presiding]. The Subcommittee will come to
order.

I want to let all of our people that are going to testify know that
there is going to be a vote called very, very shortly on the floor of
the House. So, I'm going to adjourn, because the first two panelists
are Members, and they will be coming back with me, | hope, to tes-
tify, and then we will get on with all other testimony. We have a
very long program, a lot of people that wanted to testify today. So
if you'll bear with us for just a short period of time, we have a jour-

nal vote over on the floor, and I'll be back immediately. So, we'll
stand in recess until I get back.
[Recess.]

Chairman BuNNING. The Subcommittee will come to order.

I'm going to do my opening statement and when Ms. Kennelly
comes we'll allow her to do hers even though we may have to inter-
rupt some of our testimony.

Today marks our ninth hearing in a series of the future of Social
Security for this generation and the next. The Subcommittee will
examine the implications of proposals affecting Federal, State, and
local government employees. These proposals including extending
mandatory Social Security coverage to all newly hired State and
local employees and altering current law provisions affecting the
Social Security benefits of persons who receive government pen-
sions.

Most Americans are surprised to learn that not everyone pays
FICA, Federal Insurance Contributions Act, taxes and receives So-
cial Security benefits and believe it's only fair for State and local
government employees to pay the same FICA taxes that most ev-
eryone else does. Perhaps, that is why just about every proposal for
Social Security reform, including the recommendations of the 1994—
96 Social Security Council, includes a provision to extend manda-
tory coverage to all newly hired State and local government em-
ployees.

The Social Security Administration estimates that about 5 mil-
lion State and local government workers are not covered by Social
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Security. Seven States—California, Colorado, Illinois, Louisiana,
Massachusetts, Ohio, and Texas—account for more than 75 percent
of these workers. Yet, changing the retirement system of many of
our teachers, firefighters and police force could have a far-reaching
effect on these workers, their employees, and the long-term financ-
ing of their respective retirement plans. These workers have de-
voted their careers to us ensuring our safety and educating our
children. Their views are very important to this Subcommittee, and
we intend to listen carefully to what they have to say.

Also impacting Federal, State, and local government employees
are two current law provisions that reduce entitlement to Social
Security benefits. These provisions commonly known as the GPO,
government pension offset, and WEP, windfall elimination provi-
sions, were enacted in 1977 and 1983, respectively, in an attempt
to provide Social Security benefits which are fair to all workers
whether they work in jobs covered by Social Security or jobs that
are not covered by Social Security.

As we consider major Social Security reform, we have the oppor-
tunity to closely examine those current law benefit provisions
which have come under scrutiny. Since the enactment of the GPO
and the WEP, government workers have expressed concern that
benefit reductions are imprecise and unfair. Today, we'll hear more
details regarding these concerns and the legislative proposals intro-
duced which would modify the way benefits would be calculated.

Let me emphasize that the purpose of this hearing series is to
fully explore all options for Social Security reform so that when the
time comes Members will be able to make informed decisions fair
to all workers and all generations. We seek information. We do not
seek to establish any particular position. Today, we look forward to
hearing the views from all our witnesses, particularly those who
have been or will be personally affected by these proposals.

I reserve time for the Ranking Member, and | will go imme-
diately to our first panel and the gentleman from Louisiana, Mr.
Jefferson, and all Members can submit for the record any opening
statements that they might have.

Mr. Jefferson.

STATEMENT OF HON. WILLIAM J. JEFFERSON, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF LOUISIANA

Mr. JErFFersON. Thank you very much, Mr. Chairman and Mem-
bers of the Subcommittee, and | thank you for the bipartisan show
of support this morning by providing me with my own statement,
thank you.

I'm pleased to have the opportunity to testify before the Sub-
committee regarding the government pension offset. This issue is
totally separate from the question of whether FICA should apply
to hires or not, because if it were to start today in that direction,
it still wouldn't fix the issue that we now have which has cropped
up over the years of reliance under another system, so | don't have
to state a position one way or another on that to talk about this
issue which still needs fixing.

After the 1935 act was established, some of local governments
decided to remain outside of the system as you pointed out. It's es-
timated that about 4.9 million State and local government employ-
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ees are not covered by Social Security and, as you pointed out,
many of them are in 7 States.

Many of the State and local government employees that are cov-
ered by government pension will be unfairly affected by the pension
offset. As you may be aware, the pension offset was originally en-
acted in response to perceived abuses to the Social Security system
resulting from the Goldfarb decision. The Social Security system
provides that if a spouse who worked and paid into Social Security
died, the benefits were to paid to the surviving spouse as a survivor
benefit. Men were required to prove dependency on their spouses
before they became eligible for Social Security benefits. There was
no such requirement for women. The Goldfarb decision eliminated
this different treatment of men and women. The court, instead, re-
quired Social Security to treat men and women equally by paying
benefits to either spouse without regard to dependency. Many of
the men who would benefit from the Goldfarb decision were also
receiving large government pensions. It was believed that these re-
tirees would bankrupt the system receiving government and pri-
vate pensions in addition to survivor benefits.

To combat this perceived problem, pension offset legislation was
enacted in 1977. The legislation provided for a dollar for dollar re-
duction of Social Security benefits to spouses or retiring spouses
who received earned benefits from the Federal, State, or local re-
tirement system. The pension offset provisions can affect any re-
tiree who receives a civil pension on Social Security but primarily
affects widows or widowers eligible for survivor benefits.

In 1983, the pension offset was reduced to two-thirds of the pub-
lic employees survivor benefit. It was believed that one-third of the
pension was equivalent to pension available in the private sector.
The pension offset, which was aimed at higher paid government
employees also applies to public service employees who generally
receive lower pension benefits, and this is the nub of the problem.
These public service employees include secretaries, school cafeteria
workers, teacher aids, teachers, and others who don’t receive high
salaries. The pension offset as applied to this group is punitive, un-
fairly harsh, and bad policy. While government pensions were tai-
lored to produce benefits that were equal to many combined, pri-
vate pension and Social Security benefits for upper level govern-
ment workers, this was not true for low-income workers such as
the employees | mentioned.

To illustrate the harsh impact of the pension offset, consider a
widow who retired form the Federal Government and received a
civil service annuity of $550 monthly. The full widows benefit is
$385. The current pension offset law reduces the widow’s benefit to
$19 a month—two-thirds of the $550 civil service annuity which is
$367—this is then subtracted from the $385 widows benefit, leav-
ing only $19. The retired worker receives $569 instead of almost
$1,000 otherwise.

Proponents of the pension offset claim that the offset is justified
because survivor benefits were intended to be in lieu of pensions,
however, if this logic was followed across the board, people with
private pension benefits would also be subject to an offset but this
is not the case. While Social Security benefits of spouses or surviv-
ing spouses earned in government pensions are reduced by two for
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every $3 earned, Social Security benefits of spouses or surviving
spouses earning private pensions are not subject to offset at all.

My office has received letters from around the country including
one from a 68-year-old lady, Helen Emery from Fair Oaks, Califor-
nia, who writes to say that “My government retirement, monthly,
after deductions, is a very modest $988.69. I'm sure you know this
is just a fraction above the poverty level. The government pension
offset benefits will reduce my Social Security benefits and only
allow me an additional $116 per month.” These sorts of letters
come from people who work for sheriff's departments and from peo-
ple who work for other agencies that I've noted in my statement—
I do not have time, apparently, to go through them all.

But | do want to point out that in this Congress I've introduced
H.R. 2273. There are 161 or 162 cosponsors on the bill. It's a bill
that has a great deal of support. Senator Mikulski has introduced
a similar bill in the Senate. It limits the pension offset to those—
person to collect more than $1,200 in overall pension benefits. As
you can see H.R. 2273 has a cap on it, so it doesn't go to the high
benefit pensioners, but it will affect those small people who were
never, | don't believe, intended to be affected by the GPO, and it
corrects, | think, an inequity in the system.

So, | would urge the Subcommittee to take up this legislation in
the remaining part of this session and—as it goes about the busi-
ness of fixing the overall system, making sure that the system is
fair to everyone, that it take into account this issue which is a very
important issue, this many people around the country have a great
deal of interest in. I thank the Subcommittee for listening to me.
| appreciate your giving me the time.

[The prepared statement follows:]

Statement of Hon. William J. Jefferson, a Representative in Congress from
the State of Louisiana

Mr. Chairman and members of the Subcommittee, | am pleased to have the oppor-
tunity to testify regarding the Government Pension Offset (Pension Offset).

I thank the Chairman for having a hearing on this pressing issue. Pension Offset
is an important issue to me. It is an important issue for my constituents in Louisi-
ana and it is an important issue for many state and local government employees
across the nation.

As you are aware, state and local government employees were excluded from So-
cial Security coverage when the Social Security System was first established in
1935. These employees were later given the option to enroll in the Social Security
System and in the 1960’s and 1970’s many public employees opted to join in.

Some local governments chose to remain out of the system. Their employees and
spouses planned for retirement according to the rules in effect. It is estimated that
about 4.9 million state and local government employees are not covered by Social
Security. Seven states (California, Colorado, Illinois, Louisiana, Massachusetts, Ohio
and Texas) account for over 75 percent of non-covered payroll.

Many of the state and local government employees that are covered by govern-
ment pensions will be unfairly affected by the Pension Offset.

As you may be aware, the Pension Offset was originally enacted in response to
the perceived abuses to the Social Security system resulting from the Goldfarb deci-
sion.

The Social Security System provides that if a spouse who worked and paid into
Social Security died, the benefits were to be paid to the surviving spouse as a sur-
vivor benefit. Men were required to prove dependency on their spouses before they
became eligible for Social Security survivor benefits. There was no such requirement
for women.

The Goldfarb decision eliminated the different treatment of men and women. The
court instead required Social Security to treat men and women equally by paying
benefits to either spouse without regard to dependency.
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Many of the men who would benefit from the Goldfarb decision were also receiv-
ing large government pensions. It was believed that these retirees would bankrupt
the system, receiving large government and private pensions in addition to survivor
benefits.

To combat this perceived problem, Pension Offset legislation was enacted in 1977.
The legislation provided for a dollar for dollar reduction of Social Security benefits
to spouses or retiring spouses who received earned benefits from a federal, state or
local retirement system. The Pension Offset provisions can affect any retiree who
receives a civil service pension and Social Security but primarily affects widows or
widowers eligible for survivor benefits.

In 1983, the Pension Offset was reduced to two-thirds of the public employer sur-
vivor benefit. It was believed that one-third of the pension was equivalent to the
pension available in the private sector.

The Pension Offset aimed at high paid government employees also applies to pub-
lic service employees who generally receive lower pension benefits. These public
service employees include secretaries, school cafeteria workers, teachers aides and
others low wage government employees. The Pension Offset as applied to this group
is punitive, unfairly harsh and bad policy.

Government pensions were tailored to produce benefits that were equal to many
combined private pension-Social Security policies in the private sector for upper
level government workers. However, this was not true for lower income workers
such as employees who worked as secretaries, school cafeteria workers, teachers
aides and others who generally receive lower pension benefits.

To illustrate the harsh impact of the Pension Offset, consider a widow who retired
from the federal government and receives a civil service annuity of $550 monthly.
The full widow's benefit is $385. The current Pension Offset law reduces the widow's
benefit to $19 a month (%3 of the $550 civil service annuity is $367, which is then
subtracted from the $385 widow's benefit, leaving only $19). The retired worker re-
ceives $569 ($550 + $19) per month.

Proponents of the Pension Offset claim that the offset is justified because Survivor
benefits were intended to be in lieu of pensions. However, were this logic followed
across the board, then people with private pension benefits would be subject to the
offset as well. But that is not the case.

While Social Security benefits of spouses or surviving spouses earning government
pensions are reduced by $2 for every $3 earned. Social Security benefits of spouses
or surviving spouses earning private pensions are not subject to offset at all.

If retirees on private pensions do not have Social Security benefits subject to off-
set, why should retirees who worked in the public service?

The Pension offset has created a problem that cries out for reform. It will cause
tens of thousands of retired government employees, including many former para-
professionals, custodians or lunch room workers, to live their retirement years at
or near the poverty level.

My office has received numerous calls, all from widows, who are just getting by
and desperately need some relief from the Pension Offset.

The following is a letter we received from Helen J. Emery from Fair Oaks, Califor-
nia.

| am a 68 year old and worked 27 years for the Government. My government re-
tirement monthly after deductions is a “very” modest $988.69. | am sure you know
this is just a fraction above poverty level. The “windfall” benefits law reduced my
social security benefits and only allows me an additional $116.00 per month even
though | alone paid into this Social Security prior to working for the Government.

Effective January 1998, | became a divorced widow and the “offset” effecting my
$724.80 widows Social Security benefits brings my widow’s benefits to zero.

I am hoping and praying that you will continue to fight this very unjust “offset”
law.

Millard J. Downing from Wallingford, PA wrote:

I am retired from the Agency for International Development with a $12,000.00 a
year annuity and through employment outside of federal service have become eligi-
ble for Social Security, age 62. Upon visiting my local Social Security Office | was
advised that normally | would be eligible for $425.00 month. However, due to the
present Pension Offset and being a federal annuitant, my social security annuity
will be reduced to approximately $207.00 month. I do not consider this reduction
as being a fair game when all deductions for above were made while being employed
outside of federal service.

Patricia C. Cook from Metaire, LA wrote:
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| get a small pension from the Jefferson Parish Sheriff's Office ($473.00) and be-
cause of this my Soc. Sec. Check is offset by half. I should receive close to $500.00
a month that | put in many years of my life for and it is cut to $243.00. | would
appreciate what ever you can do about this and | hope someone will change the
other off set also. When | paid my personal Soc. Sec. They grabbed; but when it
comes to getting it back, its another story.

During the 104th Congress, | introduced the Government Pension Offset Repeal
Bill, H.R. 2167. | have re-introduced this important legislation in the 105th Con-
gress as H.R. 2273.

The legislation, does not completely repeal the Pension Offset, but provides a
modification to a complete repeal. It will allow pensioners and widows affected by
Pension Offset provisions to receive a minimum $1200 per month before offset provi-
sions could be imposed. The bill has 162 recorded cosponsors. A corresponding Sen-
ate bill, sponsored by Senator Barbara A. Mikulski (D—MD), was introduced in No-
vember of 1997.

H.R. 2273 has been referred to this committee, and | urge my colleagues to sup-
port this legislation.

Mr. Chairman, | urge the Committee to take up this legislation in the remaining
days of the session.

Chairman BunNING. If you will remain, I'm going to let Ms. Ken-
nelly make her opening statement, and we would like to do some
questions if we can.

Mr. JEFFERSON. Thank you.

Mrs. KeENNELLY. Thank you, Mr. Chairman, and thank you for
the courtesy of allowing me to make my statement at this moment.

In 1995, the Social Security Advisory Council recommended that
all newly-hired State and local employees be covered under Social
Security, and | believe today’s hearing is the first forum in which
State and local employees have had the opportunity to express to
us their views on the proposal, and | thank the Chairman for call-
ing this hearing.

As we know, 90 percent of all workers are covered under Social
Security. Only 70 percent of State and local workers are covered
under the program. Workers who are not covered are unevenly dis-
tributed among the States. Seven States account for over 75 per-
cent of the noncovered workers. With this unequal distribution, it
is important that we take a careful look at both the impact on indi-
vidual workers and the financial impact on States and localities.
We need to ask whether the benefits for individuals increase or de-
crease, and we need to ask whether the cost to States will rise. We
will hear some of those answers today.

We will also be looking at proposals to change the windfall elimi-
nation provision and the government pension offset. These provi-
sions were enacted in an effort to assure consistent benefit treat-
ment between those who paid Social Security and those who did
not. It is argued, however, that both of these provisions unfairly re-
duce Social Security benefits for individuals who have worked in
the government employment.

Several of distinguished colleagues, as Mr. Jefferson has just
done, will testify, and | look forward to hearing that testimony.
Thank you, Mr. Chairman.

Chairman BunNING. Thank you.

Bill, can I just refer to your bill that you have in, H.R. 2273?

Mr. JEFFERSON. Yes.
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Chairman BunNING. How do you pay for the offset or how do you
propose to pay out of the trust funds for the offset or do you just
intend to use the trust funds to pay the offset without any way to
increase the trust funds? Obviously, these people are already on
their own pensions, so they're already retired.

Mr. JEFFERSON. Yes. The bill doesn’t propose to treat that ques-
tion, but it presumes that the answer is contained within the over-
all system. We know it costs additional money, perhaps, $200 mil-
lion according to some estimates but a little less according to oth-
ers. It's a good deal of money, but it is not so much money that
it's out of bounds to be considered to be done. It leaves a lot of peo-
ple who had expectations of a different outcome in their retirement
years suffering in their retirement years even though they had a
spouse who worked the entirety of their lives. 1 don't have the com-
plete answer to how we would fund it, but we're coming to grips,
still, with how much it costs. It's somewhere within the range I've
spoken of, I'm confident.

Chairman BuNNING. Are you talking about $200 million out of
the trust funds every year to take care of everyone that's offset?

Mr. JEFFERSON. Yes.

Chairman BuNNING. In other words, that's the total cost annu-
ally out of the trust funds to take care of 100 percent of the offsets?

Mr. JEFFERSON. Yes. In the context of the bill, the bill limits it
to $1,200.

Chairman BunNNING. In other words, up to $1,200.

Mr. JErFFersON. That's right. If you let everybody go it would be
much more, but since we put a cap on it, yes, sir, that is the result.

Chairman BunNING. We'll take a look at the bill for sure, and we
may even have a hearing on the bill to see, because that amount
of dollars to take care of the people that are being offset—for lack
of a better word—ought to be looked at, and | guarantee you that
we will take a look at the bill.

Mr. JeErFersoN. Well, | thank you very much for that.

Chairman BuNNING. Barbara, do you have some questions?

Mrs. KENNELLY. Just to follow up——

Chairman BUNNING. You have a friendly question in mind.
[Laughter.]

Mrs. KENNELLY. Yes.

Chairman BuNNING. Not that the Chairman’s wasn't friendly.

Mrs. KENNELLY. Obviously, we are addressing the issue of saving
of Social Security and reform of Social Security, and it's becoming
an important issue. While we are discussing reform you would ex-
pect that the issue you have raised would be addressed as part of
the bigger reform question.

Mr. JEFrFersON. That's correct. And as | said starting out, this
is totally different from the question of whether you should start
today requiring everyone to pay into a FICA system. This is a relic
of the old system where people weren’t required to do that. They
made other choices, and that needs to be addressed.

Mrs. KENNELLY. And you want to put that to rest.

Mr. JEFFERSON. Yes.

Mrs. KENNELLY. Thank you, Mr. Jefferson.

Chairman BunNING. J.D.
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Mr. HAYwoRTH. Thank you, Mr. Chairman. | just want to thank
my colleague from Louisiana, because I'm a cosponsor of his legisla-
tion and happy to help out with your testimony this morning in
trying to get copies together.

Mr. JEFFERSON. Thank you, J.D.

Mr. HAYyworTH. Thank you very much. Nothing else, Mr. Chair-
man.

Chairman BuNNING. Mr. Frank, would you like to begin.

STATEMENT OF HON. BARNEY FRANK, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MASSACHUSETTS

Mr. FRANK. Thank you, Mr. Chairman. Thank you for alerting
me to the impending vote when | ran into you and saving me from
coming down. | appreciate the courtesy when we bumped into each
other.

I am a supporter of the legislation sponsored by my colleague
from Louisiana, and | also am a sponsor, myself, of a bill that deals
with the windfall elimination provision. Let me begin by saying the
bill 1 have introduced has full effects for people whose combined
benefits with the passage of the bill would be $2,000 a month or
less, and it would phase out at $3,000 a month. So, if this is a
windfall for people who are making—trying to live in this society
on $18,000, $19,000 or $20,000, it is not much of a windfall, and
what we have are people who | think are being unfairly picked.
They worked at the jobs at the time they worked at them, and they
qualified for this combination of Social Security and pension and
were then told after their working years, in some cases, or toward
the end of them that they were going to suffer this reduction.

I understand it to have been aimed at people who would be get-
ting a windfall because they made a lot of money in one job and
then just sneaked in the effect under Social Security, and that’s
why there is another piece of legislation our colleague from Texas,
Mr. Sandlin, has which would eliminate the program entirely.

Mine is narrower than that, and while it does affect most of the
people, it does hit most of the people who would be affected by the
formula—I'm told 93 percent—I think that shows, in effect, this is
not a windfall for people who are rolling in dough, because this is
for people with $3,000 or less, and it is only fully applicable for
people who make $2,000 or less.

The Social Security Administration has said it would cost $3.4
billion over the next 5 years. | believe that we have the revenues
to fix this up and essentially we're talking about people who when
they went to work were told this is what they were going to get,
and it does seem to me particularly when we're talking about peo-
ple whose total income is less than $24,000 a year that we ought
to give it to them.

Chairman BunNNING. OK, Mr. Frank. Let me ask you this: Every-
body that is covered under the windfall has paid into the Social Se-
curity system?

Mr. FRANK. Yes, these are people who worked——

Chairman BUNNING. So, you're proposing to eliminate the total
windfall in your——

Mr. FRANK. No, actually, Mr. Sandlin has a bill that would re-
peal it all together which I'd vote for. Mine is a compromise al-



12

though it does cover most of the people. It would totally eliminate
it for people who make less than $2,000, and it would phase it out
till $3,000, so it's a complete fix for people under $2,000; partial as
you get close to $3,000, and if you get any more than $3,000 a
month, it doesn’t help you at all.

Chairman BunNING. Thank you. Barb.

Mrs. KENNELLY. Nothing.

Chairman BuNNING. No questions? Thank you, Mr. Frank for
your testimony.

The second panel, if they would take their place—well, we're
going to mess up some names here. Cynthia Fagnoni.

Ms. FAGNONI. Fagnoni, right.

Chairman BuNNING. John Schaefer, Frank Mulvey, and Geoffrey
Kollmann. Cynthia is the Director of Income Security Issues at the
General Accounting Office, GAO; Mr. Schaefer, Senior Evaluator,
Income Security Issues at GAO. Frank is the Assistant Director,
Income Security Issues at the GAO, and Mr. Kollmann is the spe-
cialist in social legislation, education and public welfare division at
the Congressional Research Service.

Cynthia, if you would begin, we'd appreciate it.

STATEMENT OF CYNTHIA M. FAGNONI, DIRECTOR, INCOME
SECURITY ISSUES, HEALTH, EDUCATION, AND HUMAN
SERVICES DIVISION, U.S. GENERAL ACCOUNTING OFFICE;
ACCOMPANIED BY JOHN SCHAEFER, SENIOR EVALUATOR,;
AND FRANK MULVEY, ASSISTANT DIRECTOR

Ms. FaGNoNI. Thank you, Mr. Chairman. Good morning, Mr.
Chairman and Members of the Subcommittee. I'm pleased to be
here today——

Chairman BuUNNING. Would you please pull it—that's it, so we
can hear.

Ms. FAGNONI. I'm pleased to be here today to discuss the implica-
tions of extending mandatory Social Security coverage to all newly
hired State and local government employees. Currently, the SSA,
Social Security Administration, estimates that about 30 percent, or
5 million of the State and local work force is not covered by Social
Security. As you are aware, Social Security Trust Funds will be ex-
hausted by 2032 according to SSA estimates. To offset a part of
this financial shortfall, the Social Security Advisory Council and
others favor extending mandatory coverage to all newly hired State
and local government workers.

Today, | will focus on three issues associated with mandatory
coverage. These are: The implications of mandating such coverage
for the Social Security Program; the impact of mandatory coverage
on public employers, newly hired employees, and the affected pen-
sion plans; and the potential legal and administrative issues that
are associated with implementing mandatory coverage.

My observations are based on work we are currently conducting
for you, Mr. Chairman. Our work shows that in deciding whether
to extend mandatory Social Security coverage to all newly hired
State and local employees, that Congress will need to weigh several
important factors associated with the three issues I'm going to dis-
Cuss.
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Regarding the first issue, implications for the Social Security
Program, we found that mandatory coverage would benefit Social
Security in several ways. Specifically, extending mandatory Social
Security coverage to States and localities with noncovered workers
would reduce the trust funds long-term financial shortfall; increase
program participation, and simplify program administration. SSA
estimates that mandatory coverage would reduce Social Security’s
financial shortfall by about 10 percent and extend the program'’s
solvency by 2 years. As with most other individual elements aimed
at improving long-term Social Security solvency such as raising the
retirement age, extending coverage would resolve only a part of the
trust fund solvency problem. This point has been well recognized
in various reform packages such as those presented by the Social
Security Advisory Council where a combination of adjustments
were proposed in order to extend the program’s solvency over a 75-
year period.

Mandatory coverage would also increase participation in an im-
portant national program and simplify program administration.
SSA estimates that about 95 percent of employees who are not cov-
ered by Social Security through their jobs with State and local gov-
ernments become entitled to Social Security anyway either through
other employment or as spouses or dependents. Individuals with
dual coverage are subject to certain offsets as we've heard—the
GPO and the WEP—that reduce their Social Security benefits. The
Congress enacted these benefit reduction provisions to reduce the
unfair advantage that workers who are eligible for pension benefits
might have when they apply for Social Security benefits.

However, in a study we recently completed for you, Mr. Chair-
man, we found that SSA is often unable to determine whether ap-
plicants should be subject to the GPO or WEP. We estimate that
failure to reduce benefits to Federal, State, and local employees has
caused $160 to $355 million in overpayments between 1978 and
1995. Mandatory coverage would reduce such benefit adjustments
by gradually reducing the number of employees in noncovered jobs.

With respect to the second mandatory coverage issue, we have
determined that the impacts on employers, employees, and pension
plans would vary depending on how States and localities respond
to this new requirement. If all newly hired public employees were
to receive Social Security coverage, they would have the income
protections afforded by Social Security. At the same time, they and
their employers would pay the combined Social Security payroll tax
of 12.4 percent. Each State and locality with noncovered workers
would need to decide how to deal with this increase in retirement
costs and benefits. They could absorb the added cost and leave cur-
rent pension plans unchanged or eliminate plans completely.

From discussions we've had with State and local representatives,
we believe States and localities with noncovered workers would
likely adjust their pension plans to reflect Social Security’s costs
and benefits. They could, for example, maintain similar benefits for
current and newly hired employees or provide newly hired employ-
ees with benefits similar to those provided through the pension
plans that are already coordinated with Social Security. Both of
these responses would likely increase costs and benefits for newly
hired employees.
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On the other hand, States and localities could maintain level re-
tirement spending. This may require a reduction in pension bene-
fits. According to pension plan representatives, each of these re-
sponses to mandatory coverage would result in reduced contribu-
tions to current plans which could affect long-term financing of
these plans.

The third area of impact we have addressed involved legal and
administrative issues associated with mandatory coverage. Regard-
ing legal issues, mandating Social Security coverage for State and
local employees could elicit a constitutional challenge. Also, States
and localities have told us that they may require up to 4 years to
redesign pension formulas; legislate changes; adjust budgets, and
disseminate information to employers and employees.

Mr. Chairman, this completes my statement this morning. I'd be
pleased to answer any questions you or the Members may have.

[The prepared statement and atttachment follow:]

Statement of Cynthia M. Fagnoni, Director, Income Security Issues, Health,
Education, and Human Services Division, U.S. General Accounting Office

Mr. Chairman and Members of the Subcommittee:

Thank you for inviting me to testify on extending mandatory Social Security cov-
erage to all newly hired state and local government employees. Currently, the Social
Security Administration (SSA) estimates that about 30 percent—or about 5 million
employees—of the state and local workforce is not covered by Social Security. As you
are aware, SSA projects Social Security revenues to fall short of expenditures start-
ing in 2021 and the trust funds to be exhausted by 2032. To offset a part of the
financial shortfall, the 1994-1996 Social Security Advisory Council favored extend-
ing mandatory coverage to all newly hired state and local government workers.

Today, | would like to focus on the implications of mandating such coverage for
the Social Security program, public employers, newly hired employees, and the af-
fected pension plans. | will also address potential legal and administrative issues
associated with implementing mandatory coverage. My testimony is based on work
we are currently conducting for the Chairman of this Subcommittee.

In summary, our work shows that mandating coverage for all newly hired public
employees would reduce Social Security's long-term financial shortfall by about 10
percent, increase participation in an important national program, and simplify pro-
gram administration. The impact on public employers, employees, and pension plans
would depend on how states and localities with noncovered employees would react
to these new coverage provisions. One often-discussed option would be for public em-
ployers to modify their pension plans in response to mandatory Social Security cov-
erage. We will focus on this option. For example, many public pension plans cur-
rently offer a lower retirement age and higher retirement income benefit than Social
Security. Social Security, on the other hand, offers complete inflation protection, full
benefit portability, and dependent benefits, which are not available in many public
pension plans. Costs would likely increase for those states and localities that wanted
to keep their enhanced benefits for newly hired employees. Alternatively, states and
localities that wanted to maintain level spending for retirement would likely need
to reduce some pension benefits. Regardless, mandating coverage for public employ-
ees would present legal and administrative issues that would need to be resolved.
For example, states and localities could require up to 4 years to design, legislate,
and implement changes to current pension plans.

BACKGROUND

The 1935 Social Security Act mandated coverage for most workers in commerce
and industry, which at that time comprised about 60 percent of the workforce. State
and local government employees were excluded because they had their own retire-
ment systems and there was concern over the question of the federal government's
right to impose a tax on state governments.

Subsequently, the Congress extended mandatory Social Security coverage to most
of the excluded groups, including state and local employees not covered by a public
pension plan. The Congress also extended voluntary coverage to state and local em-
ployees covered by public pension plans. Since 1983, however, public employers have
not been permitted to withdraw from the program once they are covered. SSA esti-
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mates that 96 percent of the workforce, including 70 percent of the state and local
government workforce, is now covered by Social Security.

Social Security provides retirement, disability, and survivor benefits to insured
workers and their dependents. Insured workers are eligible for full retirement bene-
fits at age 651 and reduced benefits at age 62. Social security retirement benefits
are based on the worker's age and career earnings, are fully indexed for inflation
after retirement, and replace a relatively higher proportion of the final year's wages
for low earners. Social Security's primary source of revenue is the Old Age, Sur-
vivors, and Disability Insurance portion of the payroll tax paid by employers and
employees. The payroll tax is 6.2 percent of earnings each for employers and em-
ployees, up to an established maximum.

SSA estimates that 5 million state and local government employees, excluding
students and election workers, are not covered by Social Security. SSA also esti-
mates that annual wages for noncovered employees total about $132.5 billion. Seven
states—California, Colorado, Illinois, Louisiana, Massachusetts, Ohio, and Texas—
account for more than 75 percent of the noncovered payroll. A 1995 survey of public
pension plans found that police, firefighters, and teachers are more likely to occupy
noncovered positions than other employees.

Most full-time public employees participate in defined benefit pension plans. Mini-
mum retirement ages for full benefits vary; however, many state and local employ-
ees can retire with full benefits at age 55 with 30 years of service. Retirement bene-
fits also vary, but they are usually based on a specified benefit rate for each year
of service and the member’s final average salary over a specified time period, usu-
ally 3 years. For example, plans with a 2-percent rate replace 60 percent of a mem-
ber’s final average salary after 30 years of service. In addition to retirement bene-
fits, a 1994 Department of Labor survey found that all members have a survivor
annuity option, 91 percent have disability benefits, and 62 percent receive some
cost-of-living increases after retirement.

As part of our study, we examined nine state and local defined benefit plans cov-
ering over 2 million employees. For those plans, employer contributions ranged from
6 to 14.5 percent of payroll and employee contributions ranged from 6.4 to 9.3 per-
cent of payroll. (See the appendix.)

MANDATORY COVERAGE WOULD BENEFIT THE SOCIAL SECURITY PROGRAM

Extending mandatory Social Security coverage to states and localities with non-
covered workers would reduce the trust funds’ long-term financial shortfall, increase
program participation, and simplify program administration.

SSA estimates that mandatory coverage would reduce Social Security’s financial
shortfall by about 10 percent—from 2.19 percent of payroll (a present discounted
value of $3.1 trillion) to 1.97 percent of payroll (a present discounted value of $2.9
trillion)—over a 75-year period.2 Figure 1 shows that mandatory coverage would
also extend the program’s solvency by about 2 years, from 2032 to 2034. As with
most other elements of the reform proposals put forward by the 1994-1996 Social
Security Advisory Council, such as raising the retirement age, extending mandatory
coverage to newly hired state and local employees would resolve only a part of the
trust funds’ solvency problem. A combination of adjustments will be needed to ex-
tend the program'’s solvency over the entire 75-year period.

1Beginning with those born in 1938, the age at which full benefits are payable will increase
in gradual steps from age 65 to age 67.

2SSA uses a period of 75 years for evaluating the program’s long-term actuarial status to ob-
tain the full range of financial commitments that will be incurred on behalf of current program
participants.



16

Figure 1: Comparison of Projected End-of-Year Trust Fund Balances With and Without
Mandatory Coverage, 1998 to 2048

3.0 (Constant 1998 Doliars in Trillions)

1998 2003 2008 2013 2018 2023 2028 2033 2038 2043 2048
Fiscal Year

== Trust Fund Balance Without Mandatory Coverage
=== Trust Fund Balance With Mandatory Goverage

Note: SSA data were based on intermediate assumptions in the 1998 Board of Trustees
report. SSA assumed that mandatory coverage would be effective beginning January 1,
2000.

Source: GAO analysis of SSA data.

SSA data indicate that revenues from payroll taxes on the newly covered workers,
taxes on their benefits, and interest on the added trust fund balances would sub-
stantially exceed additional expenditures throughout the 75-year period. SSA as-
sumes that payroll tax collections for new employees would accelerate early in the
75-year period, while benefits for those employees would not rise significantly until
later in the period.

While Social Security’s solvency problems have triggered an analysis of the impact
of mandatory coverage on program revenues and expenditures, the inclusion of such
coverage in a comprehensive reform package would need to be grounded in other
considerations. In recommending that mandatory coverage be included in the reform
proposals, the Advisory Council stated that mandatory coverage is basically “an
issue of fairness.” The Advisory Council report stated that “an effective Social Secu-
rity program helps to reduce public costs for relief and assistance, which, in turn,
means lower general taxes. There is an element of unfairness in a situation where
practically all contribute to Social Security, while a few benefit both directly and
indirectly but are excused from contributing to the program.”

Mandatory coverage would also simplify program administration in the long run.
SSA’s Office of Research, Evaluation, and Statistics estimates that 95 percent of
noncovered state and local employees become entitled to Social Security as either
workers, spouses, or dependents. SSA’s Office of the Chief Actuary estimates that
50 to 60 percent of noncovered employees will be fully insured by age 62 from cov-
ered employment.

The Congress has established the government pension offset and windfall elimi-
nation provisions to reduce the unfair advantage that workers who are eligible for
pension benefits based on noncovered employment might have when they apply for
Social Security benefits. The earnings histories for workers with noncovered earn-
ings may appear to qualify them for the higher earnings replacement rates that So-
cial Security assigns to lower earners, when in fact they have substantial income
from public pension plans. With some exceptions, the government pension offset and
windfall elimination provisions require SSA to use revised formulas to calculate ben-
efits for workers with noncovered employment.
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However, a separate GAO study for the Chairman of this Subcommittee indicates
that SSA is often unable to determine whether applicants should be subject to the
government pension offset or windfall elimination provisions.3 We estimate that fail-
ure to reduce benefits for federal, state, and local employees caused $160 million to
$355 million in overpayments between 1978 and 1995. In response, SSA plans to
perform additional computer matches with the Office of Personnel Management and
the Internal Revenue Service (IRS) to get noncovered pension data in order to en-
sure that these provisions are applied. Mandatory coverage would reduce benefit ad-
justments by gradually reducing the number of employees in noncovered jobs. Even-
tually, all state and local employees, with the exception of a few categories of work-
ers, such as students and election workers, would be in covered employment.

Additionally, in 1995, SSA asked its Inspector General to undertake a review of
state and local government employers’ compliance with Social Security coverage pro-
visions. In December 1996, SSA’s Office of the Inspector General reported that So-
cial Security provisions related to coverage of state and local employees are complex
and difficult to administer.# The report stated that few resources were devoted to
training state and local officials and ensuring that administration and enforcement
roles and responsibilities are clearly defined. The report concluded that there is a
significant risk of sizeable noncompliance with state and local coverage provisions.
In response, SSA and IRS, which is responsible for collecting Social Security payroll
taxes, initiated an effort to educate employers and ensure compliance with legal re-
quirements for withholding Social Security payroll taxes.

IMPACT OF MANDATORY COVERAGE ON EMPLOYERS, EMPLOYEES, AND THEIR PENSION
PLANS WouLD VARY

If all newly hired public employees were to receive mandated Social Security cov-
erage, they would have the income protection afforded by Social Security. Also, they
and their employers would pay the combined Social Security payroll tax of 12.4 per-
cent of payroll. Each state and locality with noncovered workers would decide how
to respond to the increase in retirement costs and benefits. They could absorb the
added cost and leave current pension plans unchanged or eliminate plans com-
pletely. From discussions with state and local representatives, however, we believe
states and localities with noncovered workers would likely adjust their pension
plans to reflect Social Security’s costs and benefits. To illustrate the implications of
mandatory coverage to employers and employees, we examined three possible re-
sponses:

—States and localities could maintain similar benefits for current and newly hired
employees. This response would likely result in an increase in total retirement costs
and some additional benefits for many newly hired employees.

—States and localities could examine other pension plans that are already coordi-
nated with Social Security and provide newly hired employees with similar benefits.
This response would also likely increase costs and benefits for newly hired employ-
ees.

—States and localities could maintain level retirement spending. This response
could require a reduction in pension benefits.

According to pension plan representatives, each of these responses to mandatory
coverage would result in reduced contributions to current plans, which could affect
long-term financing of the plans.

Maintaining Level Benefits Would Likely Increase Costs

States and localities with noncovered workers could opt to provide newly hired
employees with Social Security and pension benefits that, in total, approximate the
pension benefits of current employees. Studies indicate that such an option could
increase retirement costs by 7 percent of new-employee payroll. Using SSA’s data
and its assumption that mandatory coverage would start January 1, 2000, a 7 per-
cent of payroll increase in retirement costs for newly hired employees would mean
additional costs to states and localities with noncovered workers of about $9.1 bil-
lion over the first 5 years.

A 1980 study of the costs of providing Social Security coverage for noncovered
workers provides support for the estimated 7 percent of payroll increase. The Uni-
versal Social Security Coverage Study Group developed options for mandatory cov-
erage of employees at all levels of government and analyzed the fiscal effects of each

3Social Security: Better Payment Controls for Benefit Reduction Provisions Could Save Mil-
lions (GAO/HEHS-98-76, Apr. 30, 1998).

4Social Security Coverage of State and Local Government Employees, SSA Office of the Inspec-
tor General (A—04-95-0613, Dec. 13, 1996).
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option. The study group used two teams of actuaries to study over 40 pension plans.
The study estimated that costs, including Social Security taxes and pension plan
contributions, would need to increase an average of 2 to 7 percent of payroll to
maintain level benefits for current and newly hired employees.>

The study assumed that most newly hired employees would have salary replace-
ment percentages in their first year of retirement that would be comparable to those
provided to current employees. For example, employees retiring before age 62 would
receive a temporary supplemental pension benefit to more closely maintain the ben-
efits of the current plan. Since Social Security benefits are fully indexed for inflation
and many pension plans have limited or no cost-of-living protection, total lifetime
benefits for many newly hired employees would be greater than those provided to
current employees. Existing pension plan disability and survivor benefits were also
adjusted to reflect Social Security disability and survivor benefits.

More recent studies by pension plan actuaries in Colorado, Illinois, and Ohio also
indicate the cost increase would be in that same range. For example, a December
1997 study for a plan in Ohio indicated that providing retirement and other benefits
for future employees that, when added to Social Security benefits, approximate ben-
efits for current employees would require an increase in contributions of 6 to 7 per-
cent of new-employee payroll. A 1997 study for a pension plan in Illinois indicated
the increased payments necessary to maintain similar total benefits for current and
future employees would be about 6.5 percent of new-employee payroll.

The 1980 study stated that the causes of the cost increase cannot be ascribed di-
rectly to specific Social Security or pension plan provisions. The study also states,
however, that certain Social Security and pension plan provisions are among the
most important factors contributing to the cost increase. Social Security is fully in-
dexed for cost-of-living increases, is completely portable, and provides substantial
additional benefits for spouses and dependents. In addition, pension plans would
need to provide special supplemental benefits for employees who retire before age
62, especially in police and firefighter plans.

The study also found that the magnitude of the cost increase would depend on
the pension plan’s current benefits. Cost increases would be less for plans that al-
ready provide disability, survivor, and other benefits similar to those provided by
Social Security because those plans would be able to eliminate duplicate benefits.

Matching Pension Benefits of Currently Covered Employees Would Likely Increase
Costs

About 70 percent of the state and local workforce is already covered by Social Se-
curity. If coverage is mandated, states and localities with noncovered employees
could decide to provide newly hired employees with pension plan benefits similar
to those provided to currently covered employees.

The 1980 study examined this option and concluded that implementation would
increase costs by 6 to 14 percent of payroll—or 3 to 11 percent of payroll after elimi-
nating the Medicare tax. The study also found that most pension plans for covered
employees did not provide supplemental retirement benefits for employees who re-
tire before Social Security benefits are available. For most of the examined pension
plans, the present value of lifetime benefits for employees covered by Social Security
would be greater than the value of benefits for current noncovered employees.

Our analysis of 1995 Public Pension Coordinating Council data also indicates that
retirement costs for states and localities covered by Social Security are higher than
the costs for noncovered states and localities. For the pension plans that responded
to the survey, the average employee cost rate was about 9 percent of pay in covered
plans, including Social Security taxes, and 8 percent of pay in noncovered plans. The
average employer cost rate, excluding the cost of unfunded liabilities, was about 12
percent of payroll for employers in covered plans, including Social Security taxes,
and 8 percent of payroll for employers in noncovered plans.

These data also indicate that many employees in covered and noncovered plans,
especially police and firefighters, retire before age 65, when covered employees
would be eligible for full Social Security benefits. Our analysis indicates that cov-
ered employees who retire before age 65 initially have a lower salary replacement
rate than noncovered employees. The average salary replacement rate with 30 years
of service was 53 percent for members of Social Security covered plans and 64.7 per-
cent for members of noncovered plans.

At age 65, however, Social Security covered employees have a higher total benefit
than noncovered employees. According to the Department of Labor's 1994 survey,

5The study estimate was 5 to 10 percent of payroll. We deducted the 2.9 percent of payroll
Medicare tax since it was mandated for all newly hired state and local employees in 1986, after
the study was completed.
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for example, an employee age 65 with 30 years of service, final earnings of $35,000,
and Social Security coverage had 87 percent of earnings replaced—51 percent by a
pension plan and 36 percent by Social Security. The same employee with no Social
Security coverage had 63 percent of earnings replaced by a pension plan. We did
not compare the expected value of total lifetime benefits for covered and noncovered
employees because amounts would vary depending on the benefits offered by each
plan.

Additionally, the extent to which the experience of states and localities with cov-
ered employees can be generalized to those with noncovered employees is limited.
According to the 1980 study, most public pension plans that coordinated with Social
Security did so in the 1950s and 1960s when Social Security benefits and payroll
taxes were much smaller. As Social Security benefits grew, pension plan benefits re-
mained basically unchanged. Starting in the 1970s, however, rising pension costs
caused several large state systems to consider reducing their relatively liberal pen-
sion benefits. In the 1980s, for example, California created an alternative set of re-
duced benefits for general employees to, among other things, reduce the state’s re-
tirement costs. Initially, general employees were permitted to select between the
higher costs and benefits of the original plan and the lower costs and benefits of
the revised plan. Subsequently, however, newly hired general employees were lim-
ited to the reduced benefits.

Level Retirement Spending Could Mean Reduced Benefits

Several employee, employer, and plan representatives stated that spending in-
creases necessary to maintain level retirement income and other benefits for current
and future members would be difficult to achieve. They indicate that states and lo-
calities might decide to maintain current spending levels, which could result in re-
duced benefits under state and local pension plans for many employees.

A June 1997 actuarial evaluation of an Ohio pension plan examined the impact
on benefits of mandating Social Security coverage for all employees, assuming no
increase in total retirement costs. The study concluded that level spending could be
maintained if (1) salary replacement rates for employees retiring with 30 years of
service were reduced from 60.3 percent to 44.1 percent, (2) current retiree health
benefits were eliminated for both current and future employees, and (3) the funding
period for the plan’'s unfunded accrued liability were extended from 27 years to 40
years.

Impact on Pension Plan Finances Is Uncertain

Most states and localities use a reserve funding approach to finance their pension
plans. In reserve funding, employers—and frequently employees—make systematic
contributions toward funding the benefits earned by active employees. These con-
tributions, together with investment income, are intended to accumulate sufficient
assets to cover promised benefits by the time employees retire.

However, many public pension plans have unfunded liabilities. The nine plans
that we examined, for example, have unfunded accrued liabilities ranging from less
than 1 percent to over 30 percent of total liabilities. Unfunded liabilities occur for
a number of reasons. For example, public plans generally use actuarial methods and
assumptions to calculate required contribution rates. Unfunded liabilities can occur
if a plan’s actuarial assumptions do not accurately predict reality. Additionally, ret-
roactive increases in plan benefits can create unfunded liabilities. Unlike private
pension plans, the unfunded liabilities of public pension plans are not regulated by
the federal government. States or localities determine how and when unfunded li-
abilities will be financed.

Mandatory coverage and the resulting changes to plan benefits for newly hired
employees are likely to result in reduced contributions to the current pension plan.
The impact of reduced contributions on plan finances would depend on the actuarial
method and assumptions used by each plan, the adequacy of current plan funding,
and other factors. For example, plan representatives are concerned that efforts to
provide adequate retirement income benefits for newly hired employees would affect
employers’ willingness or ability to continue amortizing their current plans’ un-
funded accrued liabilities.

LEGAL AND OTHER CONSIDERATIONS

Mandatory coverage presents several legal and administrative issues, and states
and localities could require several years to design, legislate, and implement
changes to current pension plans.
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Legal Considerations

Mandating Social Security coverage for state and local employees could elicit a
constitutional challenge. We believe that mandatory coverage is likely to be upheld
under current Supreme Court decisions.

Several employer, employee, and plan representatives with whom we spoke stated
that they believe mandatory Social Security coverage would be unconstitutional and
should be challenged in court. However, recent Supreme Court cases have affirmed
the authority of the federal government to enact taxes that affect the states and to
impose federal requirements governing the states’ relations with their employees.

A plan representative suggested that the Court might now come to a different
conclusion. He pointed out that a case upholding federal authority to apply mini-
mum wage and overtime requirements to the states was a 5 to 4 decision and that
until then, the Court had clearly said that applying such requirements to the states
was unconstitutional. States and localities also point to several recent decisions of
the Court that they see as sympathetic to the concept of state sovereignty. However,
the facts of these cases are generally distinguishable from the situation that would
be presented by mandatory Social Security coverage.

Unless the Court were to reverse itself, which it seldom does, mandatory Social
Security coverage of state and local employees is likely to be upheld. Current deci-
sions indicate that mandating such coverage is within the authority of the federal
government.

States Would Require Up to 4 Years to Implement Mandatory Coverage

The federal government required approximately 3 years to enact legislation to im-
plement a new federal employee pension plan after Social Security coverage was
mandated for federal employees in 1983. According to the 1980 Universal Social Se-
curity Coverage Study Group, transition problems for state and local employers
would be different from those faced by the federal government. For example, benefit
provisions vary among the thousands of public employee retirement plans, as do the
characteristics of the employees covered by those plans. Additionally, state govern-
ments and many local governments have laws regulating pensions. The study group
estimated that 4 years would be required to redesign pension formulas, legislate
changes, adjust budgets, and disseminate information to employers and employees.
Our discussions with employer, employee, and pension plan representatives also in-
dicate that up to 4 years would be needed to implement a mandatory coverage deci-
sion.

Additionally, constitutional provisions or statutes in some states may prevent em-
ployers from reducing benefits for employees once they are hired. These states may
need to immediately enact legislation to draw a line between current and future em-
ployees until decisions are made concerning the pension benefits for new employees
who would be covered by Social Security. According to the National Conference of
State Legislators, legislators in seven states, including Texas and Nevada, meet only
biennially. Therefore, the initial legislation could require 2 years in those states.

CONCLUDING OBSERVATIONS

In deciding whether to extend mandatory Social Security coverage to all newly
hired state and local employees, the Congress will need to weigh several factors.
First, the Social Security program would benefit from mandatory coverage. The
long-term actuarial deficit would be reduced, and the trust funds’ solvency would
be extended for about 2 years. However, there are other considerations besides this
relatively small contribution to the program’s solvency. Mandatory coverage would
also increase participation in an important national program and simplify program
administration.

The implications for state and local employers, employees, and pension plans
would be determined in part by employers’ responses to Social Security coverage.
States and localities with noncovered workers would likely need to increase total re-
tirement spending to provide future workers with pension benefits that, when com-
bined with Social Security benefits, approximate the benefits provided to current
workers. At the same time, Social Security would provide newly hired employees
with benefits that are not available, or are available to a lesser extent, under cur-
rent state and local pension plans.

In addition, mandatory coverage would present legal and administrative issues.
States and localities might attempt to halt mandatory Social Security coverage in
court, although such a challenge is unlikely to be upheld. Finally, states and local-
ities could require up to 4 years to implement mandatory coverage.

Mr. Chairman, this concludes my prepared statement. At this time, | will be
happy to answer any questions you or the other Subcommittee Members may have.
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Appendix

SSA estimates that about 4 million of the approximately 5 million state and local
employees not covered by Social Security are in the seven states with the largest
number of noncovered workers. (See table 1.1.)

Table 1.1: States With the Largest Number of Noncovered Workers

State

Number of non-
covered employees
(in thousands)

California
Colorado .

1,200
200
400
300
400
800
700

4,000

Source: Office of the Chief Actuary, SSA.

The nine public pension plans included in our study have about 2 million mem-
bers. For the most part, members of these plans are not covered by Social Security.

(See table 1.2.)

Table 1.2: Membership, Contribution Rates, and Assets for Nine Public Pension Plans

. . Active mem- | Benefit Contribution rate Net as-
Public pension plan bers recipients Employer | Employee Total t?ieI}isogg)
California State Teachers’ Re-
tirement System 364,000 | 154,000 12.5% 8.0% 20.5% $74.8
Public Employees’ 148,000 46,000 11.6 8.01 9.61 9.9
Teachers’ Retirement System of
Ilinois ... . 137,000 59,000 7.9 8.0 15.9 17.4
Louisiana State Employees’ Re-
tirement System ..........c.coee 70,000 27,000 12.0 7.5 19.5 4.3
Massachusetts State Employ-
ees’ Retirement System ......... 83,000 42,000 14.5 9.0 235 9.6
Massachusetts State Teachers’
Retirement System ................ 69,000 29,000 14.0 9.0 23.0 9.9
State Teachers Retirement Sys-
tem of OhiO ..occoeeviiiiiiiice 169,000 89,000 14.0 9.3 23.3 42.4
Public Employees Retirement
System of Ohi0 .......ccccccevrnens 345,000 | 146,000 13.3 8.5 21.8 39.8
Teacher Retirement System of
TEXAS oot 695,000 | 158,000 6.0 6.4 12.4 62.2
Total oo 2,080,000 | 750,000 | .ccoovvvvvevn | vvverrieiies | e, $280.3

1Employer rate includes contributions toward the plan’s unfunded liability. Employee rate is the rate for

general employees.

Source: State and pension plan financial reports.
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Chairman BunNING. Thank you very much.
Mr. Kollmann.

STATEMENT OF GEOFFREY KOLLMANN, SPECIALIST, SOCIAL
LEGISLATION, EDUCATION AND PUBLIC WELFARE DIVISION,
CONGRESSIONAL RESEARCH SERVICE

Mr. KoLLMANN. Thank you, Mr. Chairman. Mr. Chairman and
Members of the Subcommittee, | was asked to summarize and
briefly discuss issues concerning two provisions of current law that
can reduce or eliminate Social Security benefits payable to govern-
ment employees. The two provisions are the government pension
offset provision and windfall elimination provision. They affect the
Social Security benefits of persons who also receive a pension from
employment not covered by Social Security—for example, the civil
service retirement system for Federal workers and State and local
government employees whose States have not chosen Social Secu-
rity coverage and who are participating in retirement plans. The
purpose of both provisions is to prevent what otherwise would be
considered to be an unfair advantage for government compared to
private sector workers.

The first provision, the windfall elimination, reduces the Social
Security benefit, earned as a worker, of the affected individuals by
applying a different formula to the computation of their benefits.
Ordinarily, the Social Security benefit formula applies three pro-
gressive factors—90, 32, and 15 percent—to three different levels
or brackets of average monthly covered earnings. However, for a
worker subject to the windfall elimination rules, the 90-percent fac-
tor in the first band of a benefit formula is replaced by a factor of
40 percent. The effect is to reduce their benefits by lowering the
amount of the earnings in the first bracket that is converted to
benefits.

The provision includes a guarantee, which is designed to protect
workers with low pensions, that the reduction in benefits caused by
the windfall formula cannot exceed one-half of the noncovered pen-
sion. The provision exempts workers who have 30 or more years of
substantial employment covered under Social Security, and lesser
reductions apply to workers with 21 through 29 years of substan-
tial covered employment.

Enacted in 1983, the purpose of this provision was to remove an
unintended advantage that the regular Social Security benefit for-
mula provided to persons who also had pensions from non-Social
Security covered employment. The regular formula was intended to
help workers, who spent their work careers in low-paying jobs, by
providing them with a benefit that replaces a higher proportion of
their earnings than the benefit that's provided for workers with
high earnings. However, the formula could not differentiate be-
tween those who worked in low-paying jobs throughout their ca-
reers and other workers who appeared to have been low paid be-
cause they worked many years in jobs not covered by Social Secu-
rity. Those years show up as zeros in the Social Security earnings
records.

Thus, under the old law, workers who were employed for only a
portion of their careers in jobs covered by Social Security, even
highly paid ones, also received the advantage of this weighted for-
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mula, because their few years of covered earnings were averaged
over their entire working career to determine the average covered
earnings on which their Social Security benefits were based. The
windfall elimination is intended to remove this advantage for these
workers.

Proponents of the provision say that it is a reasonable means to
prevent payment of overgenerous and unintended benefits to cer-
tain workers who otherwise would profit from happenstance, that
is, the mechanics of the Social Security benefit formula. Opponents
of the provision believe it is unfair, because it substantially reduces
a benefit that workers had included in their retirement plans. Oth-
ers criticize how the provision works. They say the 40-percent fac-
tor is arbitrary and is an inaccurate way to determine the actual
windfall when applied to individual cases. For example, they say
it overpenalizes low-paid workers with short careers or with full ca-
reers that are fairly evenly split. They also say it is regressive, be-
cause the reduction is confined to the first bracket of the benefit
formula and causes a relatively larger reduction in benefits for low-
paid workers.

The second provision, the government pension offset, reduces So-
cial Security benefits’ spousal benefits that is, benefits payable as
a dependent of Social Security—covered workers to persons who re-
ceive a pension from government employment that was not covered
by Social Security. It is intended to place spouses whose govern-
ment employment was not covered by Social Security in approxi-
mately the same position as other workers by applying the equiva-
lent of Social Security’s “dual entitlement” rule, which subtracts
100 percent of Social Security worker benefit from any Social Secu-
rity spousal benefit. To do this, it is assumed that two-thirds of the
government pension is approximately equivalent to a Social Secu-
rity benefit the spouse would receive as a worker if his or her job
had been covered by Social Security. Thus, the provision attempts
to replicate the Social Security dual entitlement rule by requiring
that two-thirds of the government pension be subtracted from the
Social Security spousal benefit.

As with the windfall elimination provision, critics say that the
GPO is not well understood and that many affected by it are un-
prepared for smaller Social Security benefits than they had as-
sumed in making retirement plans. They also argue that whatever
its rationale, reducing everyone’s spousal benefit by two-thirds of
the their government pension is an imprecise way to estimate what
the spousal would be, had the government job been covered by So-
cial Security. They say that this procedure has uneven results and
it may be especially disadvantageous for surviving spouses with
low income, particularly women.

Defenders of the government pension offset maintain it is an ef-
fective method to curtail what otherwise would be an unfair advan-
tage for government workers. They also point out that Social Secu-
rity’s dual entitlement rule, which the government pension offset is
designed to replicate, also can reduce the income of already low-
income recipients, and that if this issue is to be addressed, using
other means or programs that more accurately measure need and
apply to the general population would be more appropriate than
changing just the government pension offset provision.
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Mr. Chairman, this concludes my testimony.
[The prepared statement follows:]

Statement of Geoffrey Kollmann, Specialist, Social Legislation, Education
and Public Welfare Division, Congresssional Research Service

Mr. Chairman and Members of the Committee, | was asked to summarize and
briefly discuss issues concerning two provisions of current law that can reduce or
eliminate Social Security benefits payable to government employees. The two provi-
sions are the government pension offset provision and the windfall elimination pro-
vision. They affect the Social Security benefits of persons who also receive a pension
from non-Social Security-covered employment, e.g., the federal Civil Service Retire-
ment System (CSRS) and state and local government employees whose states have
not chosen Social Security coverage and who are participating in a retirement plan.
They do not affect government workers whose pensions are based on Social Security-
covered employment, e.g., those with full careers under the Federal Employees Re-
tirement System (FERS). The purpose of both provisions is to prevent what other-
wise would be an unfair advantage for government compared to private sector work-
ers.

THE WINDFALL ELIMINATION PROVISION

Enacted in 1983, this provision reduces the Social Security benefit, earned as a
worker, of the affected individuals by applying a different formula to the computa-
tion of their benefits. Ordinarily, the Social Security benefit formula applies three
progressive factors—90%, 32%, and 15%—to three different levels, or brackets, of
average monthly covered earnings. However, for workers subject to the Windfall
Elimination rules, the 90% factor in the first band of the benefit formula is replaced
by a factor of 40%. The effect is to reduce their benefits by lowering the amount
of their earnings in the first bracket that is converted to benefits. Following is an
example of how the provision works in 1998:

MONTHLY BENEFIT FOR WORKER WITH AVERAGE MONTHLY EARNINGS oF $1,000

Regular formula

90% of first $477 $429.30

32% of $477 through $2,875 167.30
15% over $2,875 00.00

Total 583.90

“Windfall formula”

40% of first $477 $190.80

32% of $477 through $2,875 167.30
15% over $2,875 00.00

Total 358.10

The provision includes a guarantee (designed to help protect workers with low
pensions) that the reduction in benefits caused by the windfall formula can not ex-
ceed one-half of the pension that is based on non Social Security-covered work. The
provision also exempts workers who have 30 or more years of “substantial” employ-
ment covered under Social Security (i.e., having earned at least one-quarter of the
Social Security maximum taxable wage base for each year in question). Also, lesser
reductions apply to workers with 21 through 29 years of substantial covered employ-
ment.

The purpose of this provision was to remove an unintended advantage that the
regular Social Security benefit formula provided to persons who also had pensions
from non-Social Security-covered employment. The regular formula was intended to
help workers who spent their work careers in low paying jobs, by providing them
with a benefit that replaces a higher proportion of their earnings than the benefit
that is provided for workers with high earnings. However, the formula could not dif-
ferentiate between those who worked in low-paid jobs throughout their careers and
other workers who appeared to have been low paid because they worked many years
in jobs not covered by Social Security (as earnings in these years do not show up
on Social Security’s records, they are shown as zeros for Social Security benefit pur-
poses). Thus, under the old law, workers who were employed for only a portion of
their careers in jobs covered by Social Security—even highly paid ones—also re-
ceived the advantage of the “weighted” formula, because their few years of covered
earnings were averaged over their entire working career to determine the average
covered earnings on which their Social Security benefits were based. The Windfall
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Elimination Provision formula is intended to remove this advantage for these work-
ers.

Proponents of the provision say that it is a reasonable means to prevent payment
of overgenerous and unintended benefits to certain workers who otherwise would
profit from happenstance, i.e., the mechanics of the Social Security benefit formula.
They maintain that the provision rarely causes hardship because by and large the
people affected are reasonably well off, as most of them also receive government
pensions.

Opponents of the provision believe it is unfair because it substantially reduces a
benefit that workers had included in their retirement plans. Others criticize how the
provision works. They say the arbitrary 40% factor in the formula is an inaccurate
way to determine the actual windfall when applied to individual cases. For example,
they say it over-penalizes lower paid workers with short careers, or with full careers
that are fairly evenly split. They also say it is regressive, because the reduction is
confined to the first bracket of the benefit formula and causes a relatively larger
reduction in benefits for low-paid workers.

THE GOVERNMENT PENSION OFFSET PROVISION

Enacted in 1977, this provision reduces Social Security spousal benefits, i.e., bene-
fits payable as a dependent of a Social Security-covered worker, to persons who re-
ceive a pension from government employment that was not covered by Social Secu-
rity. The GPO is intended to place retirees whose government employment was not
covered by Social Security and who are eligible for a Social Security spousal benefit
in approximately the same position as other retirees whose jobs were covered by So-
cial Security. Social Security retirees are subject to an offset of spousal benefits ac-
cording to that program’s “dual entitlement” rule. That rule requires that a Social
Security retirement benefit earned by a worker be subtracted from his or her Social
Security spousal benefit, and the resulting difference, if any, is the amount of the
spousal benefit paid. Thus, workers retired under Social Security may not collect
their own Social Security retirement benefit as well as a full spousal benefit. The
rationale is that a Social Security spousal benefit is based on the concept of “de-
pendency,” and someone who receives his or her own Social Security benefit as a
retired worker is not completely financially dependent on his or her spouse.

The GPO replicates the Social Security dual entitlement rule by assuming that
two-thirds of the government pension is approximately equivalent to a Social Secu-
rity retirement benefit the worker would receive if his or her job had been covered
by Social Security. Thus, the GPO requires that two-thirds of the government pen-
sion be subtracted from the Social Security spousal benefit, and only the resulting
difference, if any, is paid. (Implicit in this arrangement is the assumption that the
remaining one-third is equivalent to a private pension.). Following is an example of
the way the GPO works. Before the GPO is applied, a couple’s situation could be
like this:

Government Worker's Benefits

$600 = government pension
$450 = potential spousal benefit (Y2 x $900)

Worker’s Spouse’s Benefits
$900 = Social Security worker benefit
After application of the GPO, the couple’s situation would be this:

Government Worker's Benefits

$600 = government pension
$50 = spousal benefit (33 x $600 = $400, which subtracted from $450 = $50)

Worker's Spouse’s Benefits
$900 = Social Security worker benefit

Critics of the GPO say that it is not well understood and that many affected by
it are unprepared for a smaller Social Security benefit than they had assumed in
maklng retirement plans. They also argue that, whatever its rationale, reducing ev-
eryone’s spousal benefit by two-thirds of their government pension is an imprecise
way to estimate what the spousal benefit would be had the government job been
covered by Social Security. They say that this procedure has uneven results and
that it may be especially disadvantageous for surviving spouses with low incomes.

Defenders of the GPO maintain that it is an effective method to curtail what oth-
erwise would be an unfair advantage for government workers. The provision was
phased in over six years and now has been in the law for 21 years; therefore, they
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say, there has been ample time for people to adjust their retirement plans. They
also point out that Social Security’s dual entitlement rule, which the GPO is de-
signed to replicate, also can reduce the income of already low-income recipients, and
that if this issue is to be addressed, using other means or programs that more accu-
rately measure need, and apply to the general population, would be more appro-
priate than changing just the GPO.

Chairman BuNNING. Thank you both for your testimony. Let me
ask you both one simple question. In the overall restructuring—or
whatever we come up with as far as Social Security reform is con-
cerned—to make sure that the trust fund remains solvent past the
year 2032—or whenever the deadline is where we can only pay 75
percent of our benefits out—do you both think that this needs to
be addressed in the overall restructuring of the Social Security sys-
tem? In other words, both the pension offset and the offset for
windfall.

Mr. KoLLMANN. Well, | would point out that the two antiwindfall
measures, as time goes by, and you get out toward that 2032 fig-
ure, in many instances they won’t be applicable anymore. For ex-
ample, Federal workers have been covered mandatorily by Social
Security if they were hired after 1983.

Chairman BuNNING. | am speaking only of those who are uncov-
ered or are subject to the offsets.

Mr. KoLLMANN. Yes, and what I'm saying is that Social Secu-
rity’s financial problems, of course, are not in the short range since
we have substantial surpluses over the next decade or so, and the
projected date of insolvency being three decades from now, with the
passage of time the effect of changing these provisions won't have
much of an effect in the out years when Social Security really
starts to face financial problems. Now, if you——

Chairman BunNNING. But it will have—if we do it 3 years from
now, it will have a direct effect on the short term particularly for
those who are getting a major offset in their benefit presently.

Mr. KoLLMANN. That'’s correct.

Ms. FAGNONI. On the mandatory coverage issue, as we've noted
in our testimony and as you've pointed out, the proposals to reform
Social Security when they include this mandatory coverage, are al-
ways just one piece of a whole package of reforms, because manda-
tory coverage alone will not solve the problem. If mandatory cov-
erage were enacted, though, as we mention in our testimony, that
would accelerate the phase out of the WEP and GPO because then
new State and Federal employees would be covered under Social
Security, and, therefore, no longer needs to be subject to the WEP/
GPO.

Chairman BuNNING. Do you both believe that we should ad-
dress—the offset seemed fair at the time of enactment. Do you
think it is fair now? In other words, we have an awful lot of people
that really get whacked on their Social Security benefits because
of their pension being done by State and local government, not so
much in the Federal Government, but do you think it's fair and we
should change it?

Ms. FAGNONI. We haven't examined that issue directly. It's un-
derstandable why the WEP and GPO were enacted because——
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Chairman BunNING. Well, I know the reasons at that time.

Ms. FAagNONI. Right, but they would look like a low-income earn-
er when they might not in fact be. One thing I would point out:
The study we did for you that we issued recently—you asked us to
look at how effectively WEP and GPO are being administered by
SSA—and what our report really shows is how difficult those provi-
sions are to administer.

Chairman BunnNiING. Well, if we're blowing $350 million out the
door for mistakes in overpayment, yes, it's important.

Ms. FAGNONI. So, they're complicated provisions to administer.
It's difficult for SSA to, check up to see that they're applying the
WEP and GPO correctly. So, in that sense, that would be one ad-
vantage to at least mandating where these sort of interactions——

Chairman BunNING. If we mandated coverage, how quickly
would we be able to implement doing away with the offsets? In
other words, it's going to take some transition time to do it.

Ms. FAGNONI. Yes, because the coverage would just apply to new
workers and the estimate would be that it could take up to a whole
generation of workers of 30 years for it to completely phase out, but
it would depend on what the makeup of the new work force looked
like, how quickly that really would happen.

Chairman BuNNING. Well, obviously, if somebody has been work-
ing in local, State, and municipal governments for 40 years and
they're 62, their transition is going to be very difficult, but some-
body who's just starting in employment in local, State, or municipal
governments, you would have a transition period of 20, 25 years if
they stayed with it.

I appreciate your testimony.

Mrs. Kennelly.

Mrs. KeENNELLY. Thank you both. You indicate that the cost to
States would increase if States were to try to provide benefits to
current workers which are equal to the benefits which would be
provided to newly hired workers covered under Social Security, and
I just have a couple of questions to play off that statement. First
of all, as the Chairman and | have been involved with disability
improvements and trying to reform and improve disability benefits,
how would you compare the disability—and I'll add survivor and
spousal benefits—available to State and local workers to the bene-
fits available under Social Security?

Ms. FAgNONI. Overall, one of the biggest differences seems to be
that most State and local plans provide for disability and survivors
benefits. Many of them do not provide a spousal benefit, so there's
one difference right there. One of the biggest differences has to do
with how the disability benefits are applied; when somebody be-
comes eligible. Generally, under State and local plans, they're tied
to years of service and earnings, so that, for example, one plan, one
of the nine plans we looked at, an individual would not be entitled
to disability benefits until he had worked there for 5 years. Now,
under Social Security, that's generally true that one would have to
have worked for 5 years, 20 quarters, to be eligible for DI, Disabil-
ity Insurance, but there are special provisions for workers who are
under the age of 31 who become disabled early in their work years,
and that kind of adjustment is not generally available under the
State and local plans. Studies have indicated that younger, low-
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earning workers might not fair as well under the State and local
plans as they might under Social Security, both for the disability
as well as the survivor’'s benefits.

Mrs. KENNELLY. Thank you. Another area we've been looking at
and continue to look at is benefits for people age 62 to 65. Would
you do the same comparison of replacement rates for 62-to-65-year-
old retirees under Social Security and under State and local plans?

Ms. FAGNONI. In terms of replacement rates——

Mrs. KENNELLY. If you don’t have that right—

Ms. FAGNONI. Yes, I'm not sure we have that in terms of the dif-
ference. We do know that a number of the State and local plans
provide for earlier retirement than Social Security does, and many
of the plans that have elected to be covered under Social Security
in the past have continued to provide for that supplemental early
retirement benefit to keep people in some kind of retirement in-
come before Social Security retirement eligibility kicks in.

Mrs. KENNELLY. Thank you.

Thank you, Mr. Chairman.

Chairman BuNNING. The gentleman from California.

Mr. BECERRA. Thank you, Mr. Chairman. Can you give me a
sense as to whether you've been able to calculate the amount that
Social Security provides to those who are disabled or become dis-
abled, or for the surviving spouse of a Social Security recipient;
what that benefit amounts to, and how that compares to what a
State or local government pension plan might provide?

Ms. FagNoONI. We did not look at that provision specifically from
a disability comparison. We did look more generally at how the dis-
ability provisions vary, and one other aspect of disability in State
and local plans is that the provisions vary widely among the plans,
and the definition of disability can vary considerably. Generally, a
major distinction in the disability definition between Social Secu-
rity and State and local plans is that under Social Security one
must be disabled and unable to have any substantial gainful activ-
ity in any kind of job, whereas the State and local disability provi-
sions generally target the disability in terms of whether or not that
individual can continue to work at that specific job. Beyond that,
how disability is defined can vary widely among the different plans.
So, it's pretty difficult to compare other than to say the provisions
vary considerably.

Mr. KoLLMANN. | would add that Social Security benefits vary by
the person’s earning history, but if you take someone who always
earned an average wage, the disability benefits are computed as if
they were age 65 when they become disabled. Social Security re-
places 42 percent of their preretirement earnings for such a work-
er.

Mr. BECERRA. Do you have any sense of what the State and local
government plans would replace, generally?

Mr. MuLvey. One of the things we are doing for this Subcommit-
tee, as you know, the several counties in Texas have allowed the
unique program, and we are looking specifically as to the disability
survivor and retirement benefits for workers who have various
earnings histories and who become disabled at various times in
their careers and comparing those to Social Security, and we expect
to have that out pretty soon, but that work is still preliminary.
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Mr. BECERRA. What about the issue of survivor and spousal sur-
vivor benefits.?

Mr. MuLvey. We were also looking at that and comparing Social
Security to those Texas plans, but we haven't finished that work
yet.

Mr. BECeERRA. Can you give us a general sense of what you're
finding?

Mr. MuLvey. We're still doing the analysis, but, obviously, as
was pointed out earlier, for those working who are low income and
who may be injured earlier in their lives, and so forth, Social Secu-
rity is probably going to be relatively better for them than the al-
ternative plans.

Mr. BEcCerrA. What's the best way to respond to someone who's
been in a State teacher retirement fund for some time if we should
require that now State and local governments participate in Social
Security? How do you best respond to those folks who've been in
the system for a while?

Ms. FagNONI. Those entities, those bodies that have proposed
mandated coverage as part of the Social Security solvency fix, point
to a couple of things: One that the goal—the original goal of the
Social Security Program was to aim for universal coverage so that
everybody would be covered under one system. There is an issue
that some have raised regarding the fairness—and Mr. Bunning al-
luded to it in his opening statement. People are surprised to learn
that not everybody’'s paying FICA taxes for their careers, so there’s
that element. We've got 96 percent of the work force already in So-
cial Security covered jobs, and there may be questions from the
public about why everybody isn't covered, so there's that aspect of
it; the goals of the program; the perceived fairness of having what
now end up being a handful of people outside the system. But, on
the other hand——

Mr. BECERRA. For that handful that have contributed and would
not have the opportunity to collect, if we mandated that they go
into a system—from here on in we mandate that people go into the
Social Security system, if you're saying to them that it's one or the
other——

Ms. FagNONI. But it would depend on how the States respond to
the mandatory coverage requirement, and we've laid out in our tes-
timony some different possible options or approaches that States
could take. A State could choose to coordinate the existing pension
plan with Social Security to provide a package of benefits that in-
corporate Social Security features while also maintaining those
pension features. So, it doesn’'t at all mean that they would nec-
essarily lose their current pension benefits although that is a possi-
bility. So, States have various options as to how they respond to
this requirement.

Mr. BECERRA. Is there a problem having States respond in var-
ious ways and having a system out there that has a myriad of
choices and selections by the various States?

Ms. FagNoniI. | would imagine that the question of State choice
might get into some issues of State sovereignty, and basically, they
don’'t have a choice in terms of paying the Social Security payroll
tax, but beyond that, they do have choices as to how they manage
their pension plans.
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Mr. MuLvey. And private companies all have different pension
plans associated with paying Social Security, so you might get vari-
ations among States the same as you get variations amongst pri-
vate employers.

Chairman BunNING. The gentleman’s time has expired.

Mr. Ensign. No questions?

Mr. Hulshof.

Mr. HuLsHoF. Thank you, Mr. Chairman. Ms. Fagnoni, I'm inter-
ested in the constitutional implications, and you discussed the fact
that mandating Social Security coverage may present some con-
stitutional issues. Could you highlight these in a little more detail,
please?

Ms. FAGNONI. In talking to State and local officials as we've been
doing our work, a number of them have said they question the con-
stitutionality of this. There would be court challenges, and they
based the questions on the issue of State sovereignty; the authority
of the Federal Government to tax States; and the authority of the
Federal Government to regulate State employee activities. But our
General Counsel’'s analysis of recent Supreme Court decisions sug-
gest that such challenges would not be upheld; that, in fact, recent
court decisions would appear to us to uphold the Federal Govern-
ment’s authority to do this type of mandatory coverage.

Mr. HuLsHoF. So, other than, perhaps, the resources that would
have to be committed to a court challenge, such a court challenge
is likely to fail, at least on behalf of the Governors or the States?

Ms. FAGNoONI. That's our assessment based on recent Supreme
Court decisions, yes.

Mr. HuLsHor. | want to follow up on what Mr. Becerra was ask-
ing about, in particular, mandatory coverage and some of the tran-
sition problems and lead time. Now, | know it's tough because you
mentioned that different States have—some of them—use a reserve
funding approach to finance plans and there are different plans out
there, but could you talk just a little about these transition prob-
lems as far as lead time and accomplishing this mandatory cov-
erage if we move in that direction?

Ms. FAagNONI. Assuming mandatory coverage occurs, there would
be a number of activities that would have to occur for the States
to implement this, and some of them would have to be occurring
simultaneously that would be fairly complex, because, first of all,
it would require that the pension plans and the employers take a
look at the plans; determine how they might want to adjust the
plans given that there’s now Social Security coverage in addition.
They would be needing to work with employer and employee
groups, because they would have to both be educated as well as
have some understanding and buy into the proposals. The State
legislatures would have to, ultimately, agree to whatever’'s pro-
posed in terms of what happens to the State pension plans, and ac-
tuaries would have to come up with cost estimates on what these
new plans would cost. So, there would be a lot of different plan de-
sign and political issues that would have to be addressed and
would take some time. To give you some comparison, it took about
3 years for the transition to occur from the CSRS, Civil Service Re-
tirement System, to the FERS Program, Federal Employees Retire-
ment System, for the Federal Government, and for this type of
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transition at the State and local level would probably even be
somewhat more complex because of all the entities involved.

Mr. HuLsHoF. Thanks, Mr. Chairman. | yield back my time.

Chairman BuNNING. Mr. Neal, you do not want to question? OK.

Mr. Portman.

Mr. PORTMAN. Thank you, Mr. Chairman. I'm sorry | couldn’t be
here for all the testimony, but I want to commend the Chairman
for having this hearing; another one in a series of hearings about
Social Security, and this is an important aspect of it, certainly, for
my State of Ohio and for many of us on the panel.

I also have a few questions for our friends at the GAO, Ms.
Fagnoni, particularly. | hear sometimes that if we just make Social
Security mandatory for new hires that it really won't have any af-
fect on existing plan participants or those folks who have already
retired. | know GAQO'’s done some studies on this. Can you tell us
what GAO has learned about that?

Ms. FacNoNI. In talking to State and local officials, it is true
that the existing plan could continue for the current workers. They
might be given the option to go into a newly developed plan that
might include Social Security, but | think the issues that people
have raised with us are questions that have to do with the fact that
the contributions would not be as great in the existing plans, what
might happen, and, John, you've got an example—we tried to look
for plans where we could make some kind of judgment on how an
existing plan might be affected if a new plan were established.

Mr. ScHAEFER. Basically, we've talked not only to the States and
localities that have many noncovered workers, but we've also
talked to States and localities that have changed their current pen-
sions plans or considered their current pension plans in ways that
would be, perhaps, similar to how the States and localities with
noncovered workers have to change their plans. There seem to be
two basic issues—there are probably more, but at least two. You
have to figure out a way to finance their unfunded accrued liabil-
ities. Many of these plans have unfunded liabilities that have to be
financed. They are typically financed as a percentage of payroll and
as that closed group of employees—if you closed the current pen-
sion plan to new members—as that closed group changes, their
payroll changes, and it becomes an issue of how to finance the un-
funded liabilities.

Mr. PorTMAN. For both those who've already retired and those
who are within the State system.

Mr. ScHAEFER. Right, but there are ways—the actuaries do an
analysis and they come up with ways to do that, and there are
ways to do that. They could finance, for example, as a percentage
of total payroll not just the payroll of the closed group of employ-
ees. But it is an issue, and at the same time you have costs, per-
centage of total payroll for all covered and noncovered employees.

Mr. PorTMAN. Even those who are now covered under the new
system and paying payroll taxes to the new——

Mr. ScHAEFER. The employer would have——

Mr. PorTMAN. Would it be double?

Mr. ScHAEFER [continuing]. To continue paying the unfunded li-
ability for the current employees as a percentage of payroll. That
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unfunded liability doesn't go away because you close the plan to
new members.

The second large problem that could occur—and it depends on
the plan; each plan is different; has different demographics; it uses
different actuarial methods—but a problem that may occur is a li-
quidity issue. As you close the plan to new members, the contribu-
tions go down. You still have people retiring, and those benefits
have to be paid. So, you could have a cash flow problem, especially
in later years, but at least the actuaries have to analyze that and
come up with a way of dealing with it, and that can result in a
change in asset allocations, because you have to go through shorter
term investments that could reduce your investment income in the
out years, so that could be another way of increasing your costs,
in essence. But, again, that will depend on each plan; each plan
will be different. Some actuaries say that's not a problem; other ac-
tuaries say it is. It would be specific to the plan.

Mr. PorTMAN. Thank you. Just a general question: Those of us
who are interested in Social Security reform are looking at models
around the world, and we've talked about the Chilean model, for
instance. I've been down there a couple times, and you learn a lot
about their system which is very successful for that country, but
there are some different external circumstances when they put that
system into effect, and they have a different approach, generally,
than we would have on a lot of their investment approaches. But
there is something we can learn, | think, from other countries. How
about State and local, particularly, State pension plans? Is there
something we can learn in your studies from the way the State
public plans are working?

Ms. FAagNONI. We have some ongoing work where we're looking
at some plans that opted out of the Social Security system right be-
fore they could no longer opt out and are looking at how those
plans have set up their benefit structures and whether we might
learn something from that. That work is underway right now.

Mr. PORTMAN. Is that something GAO plans to issue a report on?

Mr. MuLvey. Yes, it's for this Subcommittee. It's for the Chair-
man.

Mr. PorRTMAN. Chairman Bunning requested it, so you're going to
do it, right.

Ms. FAaGgNoONI. That's right.

Mr. PoRTMAN. There you go. My time is up. Thank you very
much.

Chairman BunNNING. The big thing about Chile, as you all know,
they had a benevolent dictator that changed the Social Security. If
we had one, we could do it a lot easier too. [Laughter.]

Let me talk to you about the seven major States that have 75
percent of those who are not included. Have you studied the State
plans in those seven States to the point of benefits received in di-
rect proportion to those that—and how many dollars have gone in
from each employee into those, and what return they've got on
their dollar compared to the return on the dollars from the Social
Security trust funds?

Ms. FagNoNI. We did not look at that sort of lifetime benefit
comparison specifically.

Mr. ScHAEFER. We have work underway on the, basically——
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Chairman BuNNING. In other words, you're not finished yet, and
you are working on that, and you will have that ready for us?
[Laughter.]

Mr. MuLvey. We have a number of studies going on. We have
another one looking specifically at the rate of return issue in a
more broad sense than simply these seven States.

Chairman BuNNING. It would really help when we get into com-
parisons, and it would help for us to determine whether we think
mandatory requirement is a good thing or bad thing.

I want to let you know that I'm going to submit some questions
in writing to each of you so that you can be prepared to respond
in writing, so that we can move on to the next panel.

[The questions and answers follows:]

Responses of Cynthia M. Fagnoni to Mr. Bunning’'s Questions

1. You said that most full-time public employees participate in defined benefit pen-
sion plans. Do you have information regarding what the average monthly benefit is
for these workers?

Answer: Most public pension plans base retirement benefits on the employee’s
final average salary over a specified period of time, usually 3 years, and both the
Department of Labor (DOL) and Public Pension Coordinating Council (PPCC) stud-
ies estimate employee retirement benefits as a percentage of final average earnings.
Table 1 shows average employee retirement benefits, as a percentage of final earn-
ings, in 1994, for Social Security covered and noncovered state and local government
employees retiring at age 62 with 30 years of service.

Table 1: Average 1994 Retirement Benefits in Defined Benefit Plans for Full-time State and Local Employees
Retiring at Age 62 With 30 Years of Service

Employees covered by Social Securit
coEmpIgyeels i and pensio>r/1 plan Y
Final salary byegl)':ns?gny - -

plan P%r?;:?n Soc:’ailltyslecu- Total
$15,000 62% 50% 37% 87%
$25,000 ... 62 50 31 81
$35,000 ... 62 50 27 77
$45,000 ... 62 50 23 73
$55,000 ... 62 50 20 70
$65,000 62 50 17 67

1Excludes Social Security spousal and dependent benefits.
Source: Employee Benefits in State and Local Governments, 1994, DOL Bureau of Labor Statistics, Bulletin
2477, May 1996.

Follow-up: You cited a DOL study that found that, in addition to retirement benefits,
all members of these plans have a survivor annuity option, 91 percent have disability
benefits, and 62 percent have some cost-of-living increases after retirement. Are the
survivor and disability benefits provided through the basic payroll tax, or is there
an additional charge in some or most of these plans?

Answer: Generally, employer and employee contribution rates for public pension
plans are calculated to finance plan benefits, including disability and survivor bene-
fits. However, the most prevalent type of survivor benefit, joint and survivor annu-
ities, requires the retiree to accept a reduced benefit and provides a percentage of
that reduced benefit to the spouse upon the retiree’s death.

Follow-up: On the basis of your research, if newly hired state and local government
workers were covered under Social Security, would those individuals be better off in
terms of total lifetime benefits, given Social Security’s comprehensive benefit package
(survivors and disability benefits), portability, and inflation protection?

Answer: Should Social Security be mandated, the effect on newly hired employees
would depend on each employee’s circumstances and any changes made to current
pension plans in response to mandatory coverage. It seems certain, however, that
some employees would receive greater lifetime benefits in covered employment. For
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example, employees who work for several years in noncovered employment but move
to another job before vesting in a noncovered pension plan may be better off with
the fully portable benefits offered by Social Security. Similarly, employees who be-
come fully disabled before qualifying for disability benefits under a noncovered pen-
sion plan might be better off with the disability benefits afforded by covered employ-
ment.

2. Several plan representatives have told you that the spending increases necessary
to maintain level retirement income and other benefits for current and future mem-
bers will be difficult. These states and localities might decide to maintain current
spending levels, which could result in reduced benefits. What kind of benefit reduc-
tions might plans be faced with if they have no choice but to cut benefits?

Answer: A June 1997 actuarial evaluation of an Ohio pension plan concluded that
level spending could be maintained if (1) service retirement benefits are reduced (for
example, salary replacement rates for employees retiring with 30 years of service
would be reduced from 60.3 percent to 44.1 percent), (2) retiree health benefits are
eliminated for both current and future employees, and (3) the funding period of the
plan’s unfunded accrued liability is extended from 27 years to 40 years. The study
also stated that additional benefit reductions might be needed to maintain level
spending if additional investment income is not available to subsidize pension bene-
fits for newly hired employees.

Follow-up: In your research, did you check into the current status of the state budgets
that would be most affected? So many states, like the federal government, are seeing
the benefit of budget surpluses. Could these surpluses assist in paying transition
costs?

Answer: Our review did not include an evaluation of state budgets. However, state
and pension plan officials noted that spending for retirement benefits must compete
for funds with spending for education, law enforcement, and other areas. In Ohio,
for example, officials stated that the state is having difficulty finding the additional
funds for education needed to comply with court-ordered changes in school financ-
ing. A representative of local government officials in Ohio stated that payroll rep-
resents 75 to 80 percent of county budgets, and there is little chance that voters
would approve revenue increases needed to maintain level retirement benefits. He
stated that the more likely options for responding to increased retirement costs were
o declrease the number of employees or reduce benefits under state and local pen-
sion plans.

3. You indicate that one option for states and localities with noncovered workers is
to provide newly hired employees with Social Security and pension benefits that, in
total, approximate the pension benefits of current noncovered employees. And that
studies show that such an option could increase retirement costs by 7 percent of new-
employee payroll. A 7-percent of payroll increase in retirement costs for newly hired
employees would mean additional costs of about $5.7 billion over the next 5 years.
Is this estimate based on the assumption that all states and localities would select
this option?

Answer: The testimony stated that applying a 7-percent of payroll increase to
newly hired state and local employees would result in additional costs to states and
localities of $9.1 billion over the first 5 years, using Social Security Administration
(SSA) data and assumptions. The statement assumed that the 7-percent of payroll
increase would apply to all states and localities affected by mandatory coverage.

Follow-up: Under this scenario, employees retiring before age 62 would need to
receive a temporary supplemental pension benefit to more closely maintain the bene-
fits of the current plan, correct?

Answer: Yes.

Follow-up: Another option for states and localities, if coverage is mandatory, is to
provide newly hired employees with pension plan benefits similar to those provided
to employees currently covered under Social Security. You point out that retirement
costs for states and localities covered by Social Security are higher than the costs for
noncovered states and localities—9 percent versus 8 percent in terms of average em-
ployee cost rate and 12 percent versus 8 percent in terms of average employer cost
rate. Why are these costs so much higher, and given the increased cost, why would
states and localities choose this option?

Answer: As stated in the 1980 study, the cost increase cannot be ascribed to any
specific provisions. A major factor is that Social Security provides additional benefits
that are not provided by most public pension plans. The 1980 study also noted that



35

the extent to which the experience of states and localities with covered employees
can be generalized to that of noncovered employees is limited because many public
pension plans for covered employees were implemented in the 1950s and 1960s
when Social Security payroll taxes were much lower. However, employee groups in
states and localities with both covered and noncovered pension plans might nego-
tiate for revised retirement benefits that are similar to those of employees in cov-
ered plans. Additionally, states and localities with noncovered employees might find
it necessary to provide new employees with revised benefits that are similar to those
provided to covered employees in neighboring states and localities to remain com-
petitive in recruiting qualified employees.

Follow-up: In your testimony, you cited a study that showed that most pension plans
for covered employees do not provide supplemental retirement benefits for employees
who retire before Social Security benefits are available. You also indicated that many
employees, especially police and firefighters, retire before age 65. Do most of these po-
lice and firefighters try to hang on until age 62—or what happens to these individ-
uals if they must retire earlier than age 62?

Answer: Our analysis of PPCC data indicates that police and firefighters retired,
on average, at age 54 in noncovered plans and age 55 in covered plans. Generally,
state and local employees in covered employment would receive a smaller retirement
benefit than employees in noncovered employment until they reach age 62 and begin
receiving Social Security benefits.

4. You mention that most states and localities use a reserve funding approach to
finance their plans. How does this approach work?

Answer: Under a reserve funding approach, employers—and frequently employ-
ees—make systematic contributions toward funding the benefits earned by active
employees. These contributions, together with investment income, are intended to
accumulate sufficient assets to cover promised benefits by the time employees retire.

Follow-up: How many plans have unfunded liabilities?

Answer: We reported in Public Pensions: State and Local Government Contribu-
tions to Underfunded Plans (GAO/HEHS-96-56, Mar. 14, 1996) that funding of
state and local pension plans has improved substantially since the 1970s. Still, in
1992, 75 percent of state and local government pension plans in a PPCC survey
were underfunded. A 1997 PPCC survey indicates that plan funding has continued
to improve. The survey report stated that of the plans responding to the question,
51 percent were more than 90-percent funded while only 16 percent were less than
70-percent funded.

Follow-up: How do these unfunded liabilities occur? Are these plans audited? And
how do states determine what corrective action to take?

Answer: Unfunded liabilities occur for a number of reasons. For example, public
plans generally use actuarial methods and assumptions to calculate required con-
tribution rates. Unfunded liabilities can occur if a plan’s actuarial assumptions do
not accurately predict reality. Additionally, retroactive increases in plan benefits can
create unfunded liabilities. We did not review the extent to which public plans are
audited; however, for a variety of reasons, we believe most public pension plans are
audited on a regular basis. A Government Accounting Standards Board official stat-
ed, for example, that many states have legal requirements for plan audits. Unlike
private pension plans, the funding requirements of public plans are not regulated
by the federal government. States or localities decide how and when unfunded liabil-
ities will be financed.

Follow-up: Mandatory coverage of newly hired employees would obviously reduce con-
tributions to these funds. What would be the effect on these pension funds?

Answer: The effect of reduced contributions on plan finances would depend on the
actuarial method and assumptions used by each plan, the adequacy of current plan
funding, and other factors. Under certain conditions, for example, reduced contribu-
tions could affect a plan’s liquidity over time, which could, in turn, affect its long-
term costs. In 1997, a state legislative committee considered closing the state’s de-
fined benefit pension plan to new members and implementing a defined contribution
plan. The employees were already covered by Social Security; however, states and
localities faced with mandatory coverage might consider making a similar change
to their pension plans.

An actuarial analysis found that as the number of employees covered by the plan
decreased, the amount of contributions flowing into the plan would also decrease.
At the same time, the number of members approaching retirement age was increas-
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ing, and benefit payments were expected to increase. As a result, external cash flow
would become increasingly negative over time. According to the analysis, the large
negative external cash flow would require that greater and greater proportions of
investment income be used to meet benefit payment requirements. In turn, this
would require the plan to allocate larger proportions of plan assets to cash or lower-
yielding short-term assets. Once this change in asset allocation occurred, the plan
would find it increasingly difficult to achieve the investment returns assumed in
current actuarial valuations, and costs would increase.

5. In your testimony, you point out SSA estimates that 95 percent of noncovered state
and local employees become entitled to Social Security as workers, spouses, or de-
pendents and that 50 percent to 60 percent of noncovered employees will be fully in-
sured by age 62 from covered employment.

The Congress established the government pension offset (GPO) and windfall elimi-
nation provisions (WEP) to reduce the unfair advantage that workers who are eligible
for pension benefits based on noncovered employment might have when they apply
for Social Security benefits.

Yet the administration of these provisions (government pension offset and windfall
elimination provision) is difficult, as you recently reported in a separate study at my
request. Would you briefly discuss the key findings of that study?

Answer: To implement GPO and WEP, SSA needs to know which Social Security
applicants and beneficiaries are or will be receiving pensions earned in noncovered
employment. For state and local employees, however, SSA has no independent infor-
mation to identify those who receive pensions from noncovered state and local em-
ployment. Generally, SSA is limited to reviewing an applicant’s earnings record and
asking questions based on that record. As a result, SSA is often unable to verify
information provided by the applicant or to detect the subsequent receipt of a pen-
sion from noncovered employment. This undermines its ability to determine whether
applicants should be subject to WEP or GPO and has led to overpayments. We esti-
mated the extent of overpayments at $160 million to $355 million between 1978 and
1995. In the past, SSA considered obtaining pension payment information directly
from state and local retirement systems; however, legal and administrative concerns
may make this approach impractical. In response to our report, SSA is working with
the Internal Revenue Service (IRS) to revise reporting requirements for pension in-
come. IRS believes that a technical amendment to the tax code is needed to allow
it to obtain the necessary information. With such information, SSA plans to perform
additional computer matches to ensure that GPO and WEP are correctly applied.

—

Responses of Geoffrey Kollmann to Mr. Bunning’s Questions

1. Under the government pension offset provision (GPO), how was it determined that
two-thirds of a government pension is equivalent to the Social Security benefit the
worker would have received if his or her job had been covered by Social Security?

When the GPO was first enacted in 1977, it provided that 100% of the govern-
ment pension based on employment that was not covered by Social Security was to
be subtracted from any Social Security spousal benefit for which the worker was eli-
gible. Because the purpose of the GPO is to replicate Social Security's “dual entitle-
ment” rule, under which 100% of a benefit earned as a worker is subtracted from
the spousal benefit, the notion was implicit that 100% of the government pension
is analogous to the Social Security benefit that the worker would have received if
his or her job had been covered by Social Security.

Shortly after enactment, opponents of the GPO intensified their criticism of the
100% offset provision. They pointed out that government pensions typically combine
the purposes of Social Security and staff pension plans designed to supplement So-
cial Security. While a spouse covered under Social Security may have his or spousal
benefit reduced under the dual entitlement rule, the rule takes into account only
the Social Security worker's benefit, not the income he or she may have from a pri-
vate pension. To address these concerns, in 1982 the House of Representatives in-
cluded in a tax bill affecting the Virgin Islands (H.R. 7093) a modification of the
offset provision so that only one-third of the pension would be counted. However,
the proposal was dropped in the conference with the Senate version of the bill.

P.L. 98-21, The Social Security Amendments of 1983 (the main purpose of which
was to solve Social Security’s financing crisis) provided another opportunity to
amend the offset provision. As proposed by the House, only one-third of the govern-
ment pension would be counted in computing the offset. The Senate version of the
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Amendments had no such provision. In conference, a compromise was reached
where two-thirds of the government pension would be counted, and that became
final law. Thus, it does not appear that the determination that two-thirds of a gov-
ernment pension is equivalent to the Social Security benefit the worker would have
received if his or her job had been covered by Social Security was based on particu-
lar findings or analyses, but as a byproduct of the myriad legislative bargaining in-
volved with enacting urgent and complex legislation.

Follow-up: In the Windfall Elimination Provision (WEP), how was it determined
that the 90% replacement factor in the benefit formula should be reduced to 40%?

Follow-up: In the Windfall Elimination Provision (WEP), how was it determined
that the guarantee that the reduction in a government worker’s Social Security ben-
efit not be more than 50% of the government pension?

The origin of the WEP was a recommendation by the 1982 National Commission
on Social Security Reform (also known as the Greenspan Commission, after its
Chairman), that Congress should modify the computation of benefits for workers
who receive pensions from non-Social Security covered employment. The Commis-
sion, which was established to develop proposals to solve Social Security’s looming
financial crisis, and whose recommendations were the basis for the 1983 Social Se-
curity Amendments, made no specific recommendation on how this revised computa-
tion was to be made. When legislation was crafted to put the Commission’s rec-
ommendation into effect, the Senate version of the WEP lowered the Social Security
benefit by substituting a 32% replacement rate for the 90% replacement rate in the
Social Security benefit formula. It also included a guarantee that the reduction in
Social Security under the WEP could not be more than one-third of the non-covered
pension. The House version lowered the Social Security benefit by substituting a
61% replacement rate for the 90% replacement rate in the benefit formula, and
specified that the reduction could not be more than one-half of the non-covered pen-
sion. In conference, it appears that it was agreed, in effect, to split the difference.
The House conferees apparently agreed to accept a lower replacement rate (40%),
while the Senate conferees agreed to the guarantee that the reduction could not be
more than one-half of the non-covered pension. There is no indication in the record
that these provisions were based on particular findings or analyses.

2. What does research by the Congressional Research Service (CRS) show about the
formulas used to determine the GPO and the WEP?

Because the GPO and the WEP are based on the premise that non-Social Security
covered government workers should be placed in approximately the same position
as are other workers, CRS has prepared illustrations that show how much of a gov-
ernment pension (i.e., benefits earned under the federal Civil Service Retirement
System) is equivalent to a Social Security benefit. It also tried to assess how well
the two anti-windfall measures work. It concluded that because the illustrations cov-
ered a very wide range, it is difficult to generalize. However, the illustrations did
seem to show that for many civil service annuitants the GPO and the WEP are inac-
curate. It appears that generally the WEP is appropriate for typical civil service an-
nuitants, but over-penalizes lower-paid workers with short or evenly-split careers,
while under-penalizing workers with long Social Security-covered careers. The GPO
is basically imprecise, but in many cases this has little effect on considerations of
equity. Those likely to be adversely affected by its inaccuracy are surviving spouses
of high-paid workers, and those who may partially escape its intended effect are
shorter-term, lower-paid workers.

3. Are there potential problems regarding proposals that restrict the full application
of the GPO and WEP to higher-income workers?

There are three issues involved in such an approach. One is that by applying a
form of means-testing to Social Security, it could be criticized as weakening the
“earned right” nature of the program. Generally, economic circumstances do not af-
fect Social Security benefits. To do so, opponents would argue, would make the sys-
tem appear more like welfare and therefore erode its public support.

Another issue is how such an approach could accurately measure economic need.
Full means-testing, such as is done in welfare programs like the Supplemental Se-
curity Income program, require that recipients submit annually to a full accounting
of income and resources. Bills that have been introduced in Congress whose stated
purpose is to exempt low-income workers from the GPO and WEP do so by exempt-
ing those whose combination of Social Security and government pensions are below
a threshold amount. It appears there is a presumption that these two sources of in-
come correlate with low overall income. In fact, using just these two measures of
income often can be a poor indicator of a person’s economic condition. For example,
there could be substantial income from private pensions, assets, royalties, rents, and
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earnings (subject, of course to the Social Security earnings test). This caution par-
ticularly applies with regard to family income. For example, one member of a couple
may have a substantial work history while the other may not. Even if a worker on
whose record the Social Security spousal benefit is based is receiving a maximum
benefit, reflecting a lifetime of very high earnings, the spouse could still receive
higher benefits under this bill if his or her government pension were low (e.g., if
the government service were of short duration). Absent some sort of direct means
test on total income, there are likely to be instances where families with above-
average incomes would receive higher benefits. On the other hand, individuals or
families whose incomes consist almost entirely of Social Security and a government
pension could get no relief from these bills even though their total income was con-
siderably below average.

Another issue is fairness. For example, in the research done by CRS mentioned
earlier on the GPO, one conclusion was that “for short-term, lower-paid government
workers, more (emphasis added) than two-thirds of the CSRS pension should be
counted in computing the offset. Otherwise, it is possible that spouses of high-paid
Social Security-covered workers could receive a higher spousal benefit than they
would receive were their government work covered under Social Security.” Thus, in
regard to workers with low earnings histories, the technical analysis of the report
did not agree with the premise that the full application of the GPO and WEP should
not apply to lower-income workers. Put another way, from the viewpoint that the
goal of the anti-windfall measures is to prevent advantages accruing to government
workers that are not available to comparable workers in the private sector, such an
approach could create such an advantage.

This is not to say that there are not instances where the GPO and the WEP have
the effect of lowering income of already low-income beneficiaries. However, the same
effect is produced, often to a larger degree, by Social Security’'s “dual entitlement”
rules and the weighted benefit formula that apply to the population at large (and
that the GPO and WEP are designed to replicate). A case might be made that, if
the Congress wishes to provide additional benefits to low-income beneficiaries, other
means or programs that more accurately measure need and apply to the general
population might be more appropriate.

Responses of Cynthia M. Fagnoni to Mr. Portman’s Questions

1. In your testimony you stated on page 1 that “Our work shows that mandating cov-
erage for all newly hired public employees would reduce Social Security's long-term
financial shortfall by about 10 percent . . .."

a. Please define “long-term financial shortfall.”

Answer: Social Security’'s long-term financial shortfall is calculated as the dif-
ference between the present value of revenues and expenditures over a 75-year pe-
riod, after adjusting for trust fund balances. A 75-year period is used to obtain the
full range of financial commitments that will be incurred on behalf of the great ma-
jority of current program participants. Table 2 shows the present value of Social Se-
curity revenues and expenditures with and without mandatory coverage, over the
75-year period beginning January 1, 1998. The analysis indicates that extending
mandatory coverage to all state and local employees would reduce the program’s
long-term shortfall by 10 percent, from about 2.19 percent of taxable payroll to 1.97
percent of taxable payroll.
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Table 2: Present Value of Social Security Revenues, Expenditures, Payroll, and Actuarial Balance Over 75
Years With and Without Mandatory Coverage (Dollars in Billions)

Without .
mancaory | oy coverage | OO
Beginning trust fund balance ... $655.5 $655.5 $0.0
Present value of total revenues ... 18,413.4 18,934.6 521.2
Present value of total expenditures . 21,983.0 22,274.7 291.7
Revenue minus expenditures ....... . (3,569.6) (3,340.1) 229.5
Target trust fund balance * 185.4 192.7 7.3
Actuarial balance ................... . ($3,099.5) ($2,877.3) 222.2
Present value of taxable payroll $141,779.0 | $145,878.9 4,099.9
Actuarial balance as a percent of payroll ................... (2.19) (1.97) 0.22

1The target trust fund balance is an amount equal to the following year's projected expenditures.
Source: SSA, Office of the Chief Actuary.

b. Please specifically state all economic, demographic, and other assumptions used
in determining a 10-percent reduction in this “shortfall.”

Answer: SSA assumed that mandatory coverage would become effective on Janu-
ary 1, 2000, and that the existing noncovered workforce would be replaced by cov-
ered employees at a rate similar to that experienced by states and localities affected
by the extension of mandatory Medicare coverage to public employees hired after
March 31, 1986. SSA’s analysis used the intermediate demographic and economic
assumptions detailed in the Board of Trustees’ 1998 annual report. The intermedi-
ate assumptions represented the Board's best estimate of the future course of the
population and the economy. Table 3 shows the ultimate values for the intermediate
assumptions that apply to years after 2023.

Table 3: Ultimate Intermediate Economic and Demographic Assumptions Used in the Board of Trustees’ 1998
Annual Report

Assumption Ullt;rlrsjzte
Annual percentage change in:
Average wage in covered employment 4.4
Consumer Price Index 35

Real wage differential (percent) 0.9

Unemployment rate (percent) ... 6.0
Annual interest rate (percent) 6.3
Total fertility rate (children per woman) ...........ccccocoviiiiiiiiiiici e, 1.9
Life expectancy at birth in 2075 (combined average for men and women)* . . 81.7
Net annual immigration (thOUSANAS) ..........ceoiiiiiiiiiiiiiiee e 900.0

1Life expectancy is assumed to continue improving throughout the projection period.
Source: Social Security Board of Trustees Annual Report for 1998.

¢. Can you explain what part of the 10-percent reduction is attributable to reduction
in administrative expenses?

Answer: SSA assumed that mandatory coverage would not affect overall adminis-
trative costs over the 75-year period.

d. How will mandatory coverage reduce or simplify program administration?

Answer: Should coverage be mandated, eventually all state and local employees
with the exception of a few categories of workers, such as students and election
workers, would be in covered employment. Over time, this would reduce the number
of potential adjustments under GPO and WEP. Additionally, the SSA Inspector Gen-
eral has reported that Social Security provisions related to the coverage of state and
local employees are complex and difficult to administer and that there is a signifi-
cant risk of sizable noncompliance with state and local coverage provisions. SSA and
IRS have initiated an effort to educate employers and ensure compliance with legal
requirements for withholding Social Security payroll taxes. Extending coverage to
all newly hired state and local government employees would, over time, greatly re-
duce or eliminate this problem.
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2. Other panels that appeared before the subcommittee testified that compound inter-
est is a vital part of their systems’ funding. What increase would be necessary in the
interest rate paid by the U.S. Treasury to SSA to achieve the same 2-year funding
period extension as mandatory coverage for new hires would provide?

Answer: According to SSA’s Office of the Chief Actuary (OACT), if the real annual
interest rate earned by the trust funds is increased by 0.7 percent over the 75-year
period, then the year of exhaustion would be extended an extra 2 years, achieving
the same period of extension as the provision to cover newly hired state and local
government employees beginning in 2000. The increase in annual rates begins in
1998 and is assumed for all bonds held by the trust funds. The ultimate real inter-
est rate would be 3.5 percent, rather than 2.8 percent, as assumed in the 1998
Board of Trustees’ report.

3. As you are aware, mandatory coverage has been extended to other groups over the
decades. Please provide us with evidence of the effect this has had on the reduction
of the shortfall for each of these extensions and the increase in liabilities to Social
Security.

Answer: In addressing cost increases between 1940 and 1971, the 1972 annual re-
port of the Board of Trustees stated that the extension of coverage to new workers
had had an upward effect on both costs and taxable payroll and, in most cases, had
not materially affected program costs as a percentage of taxable payroll. During the
period, however, expanded coverage was not limited to newly hired employees. As
a result, experience through 1971 may not be relevant to an evaluation of the poten-
tial financial effect of expanded coverage that is limited to newly hired employees.

Mandatory coverage has been extended to several groups since 1971, including
federal employees hired after December 31, 1983. In recommending the extension
of mandatory coverage to nonprofit and newly hired federal employees, the National
Commission on Social Security Reform estimated a long-range savings of 0.30 per-
cent of payroll. According to a representative of SSA’s OACT, OACT has not esti-
mated actual program income and costs with and without the federal employees
hired after December 31, 1983, or for any other groups that were added.

4. In your testimony you stated:

“For most of the examined pension plans, the present value of lifetime benefits for
employees covered by Social Security would be greater than the value of benefits for
current noncovered employees.” (page 8)

“We did not compare the expected value of total lifetime benefits for covered and
noncovered employees because amount would vary depending on the benefits offered
by each plan.” (page 9)

These statements are contradictory. What is the factual and financial basis upon
which the conclusion in the first statement was made?

Answer: The statement on page 8 refers to the 1980 study performed by the Uni-
versal Social Security Coverage Study Group, which analyzed a large number of
plans in depth. We did not replicate the 1980 study and calculate the expected value
of lifetime benefit offered by current pension plans.

5. In your written testimony, you refer to seven states that have a majority of non-
covered workers. Is it true that other states such as Nevada, Alaska, Connecticut, and
Kentucky have significant percentages of workers who are not covered by Social Secu-
rity? What would the effect on systems that have high percentages of public employees
not covered by Social Security?

Answer: SSA estimates that more than 50 percent of state and local government
employees are not covered by Social Security in Alaska (59 percent), California (51
percent), Colorado (63 percent), Louisiana (71 percent), Maine (54 percent), Massa-
chusetts (86 percent), Nevada (66 percent), and Ohio (92 percent). Other states have
lower percentages of noncovered employees. The effect on the pension plans in these
states would depend on how state and local governments with noncovered employees
respond to the additional costs and benefits associated with Social Security cov-
erage.

6. As a response to a question about how noncovered systems would plan for changes
brought about by mandating coverage, the reply essentially was that it would depend
on the actuarial method used by the plan. To a small extent that is a factor, but the
real issue is how plans would deal with significant reductions in the stream of in-
come necessary to continue the plans as they are now constituted. Please provide
greater detail on how large noncovered plans would be affected costwise and the ex-
tent to which current active members and retirees would also be affected.
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Answer: The effect of reduced contributions on each plan’s finances would depend
on a number of factors. However, reduced contributions to current plans could ad-
versely affect the liquidity and ultimately increase the cost of some plans. In 1997,
for example, a state legislative committee considered closing a defined benefit pen-
sion plan to new members and implementing a defined contribution plan. State em-
ployees were already covered by Social Security; however, states and localities faced
with mandatory coverage might consider making a similar change to their pension
plans. An analysis of the proposed change stated that as the number of employees
covered by the plan decreased, the amount of contributions flowing into the plan
would also decrease. At the same time, the number of members approaching retire-
ment age was increasing, and benefit payments were expected to increase. As a re-
sult, external cash flow would become increasingly negative over time. In turn, this
would require the plan to allocate larger proportions of plan assets to cash or lower-
yielding short-term assets. Once this change in asset allocation occurred, the plan
would find it increasingly difficult to achieve the investment returns assumed in
current actuarial valuations, and costs would increase.

The implications for current active members depends on how states and localities
respond to the increased costs. According to an analysis by the Public Retirement
Institute, however, most state and local government pension plans are covered by
provisions that would preserve benefits for current employees. The benefit guaran-
tees cover benefit formulas, vesting, purchase of service credit, benefit rights, and
any other provision provided in the pension agreement. The guarantees are enforced
through the courts. According to information provided by the Government Finance
Officers Association, for example, there are implicit or explicit restrictions against
benefit reductions for employees in Alaska, California, Colorado, Louisiana, and Ne-
vada, among others. Employees in states that permit benefit reductions for active
employees would need to rely on the process for changing benefits to safeguard cur-
rent benefit levels.

7. The Third Millennium Report entitled “The Consequences of Non-FICA Status on
State and Local Pension Plans” clearly states that noncovered employees can expect
a much higher rate of return on contributions and that non-FICA plans are advance
funded. Further, non-FICA plans have a much higher rate of return on their invest-
ments. When asked a question during the hearing about what could be learned from
these large state plans, the reply was directed to an ongoing study of three Texas
counties. While those results in those counties may be interesting, the real question
still remains. What did you learn from your studies by these large state plans that
the subcommittee should take into consideration as we move to reform the Social Se-
curity program?

Answer: For the most part, public pension plans are reserve funded. Under re-
serve funding, contributions are made toward the present value of benefits earned
by active employees, which, together with investment income, are intended to accu-
mulate sufficient assets to cover promised benefits. According to the Bureau of the
Census, state and local pension plans had accumulated assets of more than $1 tril-
lion in 1994. Additionally, pension plans allocate these assets among several asset
classes, including domestic and international stocks, and the rate of return on plan
assets plays a significant role in plan funding. The Bureau of the Census estimates
that, in 1994, investment income amounted to about 61 percent of total income for
state and local pension plans. According to a 1997 PPCC survey, the annual invest-
ment return for responding plans averaged 13.7 percent in 1996 and 11.3 percent
in the 5-year period from 1992 to 1996.

Social Security, in contrast, is financed mostly on a pay-as-you-go basis. Under
pay-as-you-go financing, the payroll taxes of current workers are used to pay the
benefits of current retirees and program assets are few relative to accrued liabilities.
Additionally, federal law limits Social Security investments to interest-bearing secu-
rities of the U.S. government or securities guaranteed by the United States. As a
result, in 1997, investment income amounted to about 9.6 percent of total income,
and the program received an effective annual interest rate of 7.5 percent on its in-
vestments.

Extending mandatory coverage to state and local employees would involve a
trade-off between the higher investment returns earned by public retirement sys-
tems and the expanded portability, inflation protection, and dependent and other
benefits provided by the Social Security program. Additionally, Social Security re-
form proposals generally include provisions for expanding Social Security reserves
and investing some of the trust funds in additional asset classes. We addressed
issues related to advanced funding and diversifying Social Security investments in
Social Security: Different Approaches for Addressing Program Solvency (GAO/
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HEHS-98-33, July 22, 1998). We also have an assignment under way to address
the extent to which workers receive their money’s worth from Social Security.

8. Your testimony indicates that bringing in new hires in noncovered systems would
only extend the solvency of Social Security by 2 years. Yet the damage to noncovered
systems by this action would be severe. Why was the 2-year factor minimized so much
in your report?

Answer: We focused on Social Security’s actuarial deficit over a 75-year period be-
cause that is the measure of financial solvency used by Board of Trustees in its an-
nual reports. Additionally, we focused on the 10-percent reduction in the actuarial
deficit attributed to mandatory coverage of state and local government employees
because that was the method used by the 1994-96 Social Security Advisory Council
to measure the effect of mandatory coverage on that deficit.

We showed that mandatory coverage would extend Social Security’s solvency by
2 years, assuming no other adjustments, to emphasize the fact that mandatory cov-
erage would resolve only a portion of the Social Security financial shortfall and must
be coupled with other adjustments to fully resolve Social Security’s actuarial deficit
over the 75-year period. Within a final package of adjustments designed to fully
eliminate Social Security's actuarial deficit, extending Social Security to state and
local employees would eliminate 10 percent of that deficit.

Chairman BunNING. | want to thank you for your testimony.

Our next panel includes Robert Scott, Richard Schumacher, and
Sergeant Martin Pfeifer, Thomas Lussier—is that right?

Mr. Lussier. Correct.

Chairman BuUNNING. Mr. Scott is the executive director of the
Public Employees’ Retirement Association in Denver, Colorado. He
will be testifying on behalf of the Coalition to Preserve Retirement
Security. Mr. Schumacher is the executive director of the Public
Employees’ Retirement System of Ohio. Sergeant Pfeifer is with the
Washington Metropolitan Police Department and a Trustee on the
National Board of the Fraternal Order of Police. Mr. Lussier is the
executive director of the Massachusetts Teachers’ Retirement
Board. And | want to recognize my fellow Ways and Means Com-
mittee Member, John Ensign, to introduce the final witness on this
panel.

Mr. ENsIGN. Thank you, Mr. Chairman. | also want to thank you
for holding this hearing and inviting me to be here, and | want to
especially thank you for allowing one of the experts from my home
State of Nevada, George Pyne. George is the executive officer of the
Public Employees’ Retirement System of Nevada, and he’s joining
us this morning to share, | think, what you'll find is very important
testimony.

I've been a fan of George’s and what he’s done with the State of
Nevada. | use it in many, many speeches and talk about it as an
example of one of the things that could possibly be done for the fu-
ture of Social Security, and because they take advantage of that
magical thing called compounding, and it's something that we
should be teaching in our schools, because most people don't under-
stand that growing rich slowly over time because of compounding
really works, and the State of Nevada and their retirement system,
I think, is a very, very good example of how it can be done. So, |
appreciate your allowing me to introduce Mr. Pyne this morning,
and | know that you'll be pleased with his testimony.

Chairman BunNING. Thanks, John. Before we begin this panel,
I'd like to point out that despite our best attempts we were unable
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to obtain witness representing the 1994-96 Social Security Advi-
sory Council. Edith Fierst who served on the Advisory Council has
provided a statement for the record.

Mr. Scott, would you please begin.

STATEMENT OF ROBERT J. SCOTT, SECRETARY TREASURER,
COALITION TO PRESERVE RETIREMENT SECURITY; AND
EXECUTIVE DIRECTOR, PUBLIC EMPLOYEES' RETIREMENT
ASSOCIATION, DENVER, COLORADO

Mr. ScoTT. Thank you, Mr. Chairman. My name is Bob Scott,
and, as you said, I'm executive director of the Public Employees’
Retirement Association. We manage $25 billion in assets for almost
200,000 members, retirees, and beneficiaries. I'm testifying today
as secretary treasurer of the Coalition to Preserve Retirement Se-
curity, formerly known by the acronym of OPPOSE. This coalition
represents the interests of some 5 million public employees and re-
tirees who do not participate in Social Security.

The Coalition to Preserve Retirement Security believes that the
Social Security system has provided and continues to provide an
important part of the retirement benefits for the majority of Amer-
ican workers, including many of our colleagues in public service.
We also believe that it is critical that the Social Security Program
be preserved and strengthened and we applaud the bipartisan work
now being done by Congress to effect changes which will enhance
the long-term stability of Social Security.

You are here today to consider one possibility for change. This
possibility, extending mandatory participation to public service po-
sitions not now covered, is in terms of the total package of possible
changes very small. However, it is an issue of critical importance
to the affected employees and employers.

I'd like to very briefly suggest to you four reasons—and we think
they're very strong reasons—why you should focus on other possi-
bilities. First, the current structure works and it works well. The
Amish say, “If it ain’t broke, don't fix it.” I would say, “If it ain’'t
broke, don't break it.” In 1990, Congress required that all public
employees be provided with retirement plans that either included
participation in Social Security or provided comparable security
and benefits independent of Social Security. In the written mate-
rials, I've provided you with data showing that existing public
plans independent of Social Security provide sound, well-funded
programs which include good retirement, disability, cost of living,
and survivor benefits at a very reasonable cost to the public em-
ployer and, thus, to the taxpayer. To radically alter these sound,
efficient plans by imposing mandatory participation would force
major plan redesigns and require that either employer costs go up,
benefits go down, or both.

Second, the proposal goes against the grain of one of the critical
foundations of many of the restructuring programs; that is to en-
hance the long-term viability of Social Security. While mandatory
coverage of new hires would provide a short-term increase in cash
receipts by a small amount—0.2 percent of pay—it would increase
the long-term liabilities of programs just at the time when current
projections show that the revenues will become insufficient. The
current concerns with the long-term viability of Social Security are
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not the result of noncoverage of some public workers, and their
mandatory inclusion cannot help resolve these concerns. In short,
we have not been a part of the problem, and our inclusion cannot,
in reality, contribute the solution.

Third, inclusion of noncovered public workers will, in fact, dis-
tract from the development of effective ways to address the fun-
damental needs of Social Security. As | noted earlier, inclusion
would adversely affect 5 million workers and retirees and their
families as well as thousand of public employers. Naturally, this
will foster opposition to change on their part. As | said at the out-
set, we support Social Security as a general program and want to
help develop effective ways to ensure its long-term strength. If
mandatory participation is not an issue, this group can join with
you and your colleagues to work for positive and effective change.

Finally, mandatory inclusion would add to the one of the fun-
damental concerns with Social Security as it now exists. At its in-
ception, it was possible and practical for Social Security to use cur-
rent workers’' earnings to pay for former workers’ retirement bene-
fits. However, we are all painfully aware of the major demographic
changes that are still in progress and which have made this form
of intergenerational transfer both inequitable and impractical. We
should not add to this inequity by creating an even greater future
unfunded liability. Let's not put more passengers on the Titanic.
Let's work together to find a way to avoid the iceberg.

In summary, we want to support effective change to enhance the
long-term viability of Social Security. In that context, we can see
no basis to support mandatory coverage of public workers who are
now covered by sound, well-funded State and local plans that
should not be replaced, but rather looked to as examples. Thank
you.

[The prepared statement follows:]

Statement of Robert J. Scott, Secretary Treasurer, Coalition to Preserve

Retirement Security; and Executive Director, Public Employees’
Retirement Association, Denver, Colorado

My name is Robert J. Scott. | am Secretary/Treasurer of The Coalition to Preserve
Retirement Security (“CPRS"). CPRS is a Colorado Corporation formed by teachers,
fire fighters, police officers, and other state and local government employees who
elected not to join the Social Security system. The purpose of our organization is
to assure the continued financial integrity of our members’ retirement and health
insurance plans by resisting efforts to mandate Social Security coverage of public
employees. Our members are found in Alaska, California, Colorado, Connecticut, 1lI-
linois, Kentucky, Louisiana, Massachusetts, Minnesota, Nevada, Ohio, and Texas.
With respect to mandatory Social Security coverage, the interests of CPRS are iden-
tical to those of approximately five million public employees throughout the nation
who remain outside the Social Security system, as well as over one million retirees
from public retirement plans outside of Social Security.

BACKGROUND

For many years after the Social Security system was created, state and local gov-
ernment employees were not allowed to participate in the system. Beginning in the
1950s, state and local government employers could elect to have their employees
covered. Governments which elected in were also permitted to opt out again, after
notification of the intent to do so, and the expiration of a two year waiting period.

This was the law for about three decades, until, in 1983, there was a major revi-
sion of the Social Security and Medicare laws, triggered primarily by a concern
about the long term solvency of these two trust funds. Congress decided not to re-
quire state and local employees who were outside the system to be covered, but did
end the opt out for public employees who had chosen to be covered. An “anti-
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windfall” rule was adopted, to ensure that public employees who were covered by
Social Security and by a public plan did not receive excess credit for Social Security
purposes.

In 1986, as part of the Consolidated Omnibus Budget Reconciliation Act of 1985
(“COBRA"), Congress determined to require participation in the Medicare system on
a “new hires” basis, but chose to leave public employee retirement plans in place,
and did not change the law with respect to Social Security.

In 1990, Congress enacted a law requiring that all public employees not covered
by a state or local retirement plan meeting specified standards must be covered by
Social Security. That law, adopted as part of the Omnibus Budget Reconciliation Act
of 1990 (the “1990 Act”), ensures that all public employees will be covered either
under Social Security or under a public retirement plan which provides comparable
benefits. This has proven to be an effective and workable approach. Today, about
one-third of all state and local government employees, about five million people, are
outside the Social Security system because they are covered by public retirement
plans. Additional millions are retirees from non-Social Security public plans, who
are dependent on those plans for all, or most, of their retirement income.

BACKGROUND OF THIS HEARING

Reasonable people differ about the date when serious trouble really begins for the
Social Security system. Although nominally established like a funded pension sys-
tem, in practice, Social Security Trust Fund surpluses have been used to reduce op-
erating deficits in other parts of the federal budget. There is an obligation for the
Treasury to repay these “borrowings” from Social Security, but the federal govern-
ment will not be able to repay these borrowings when the time comes, except by
creating surpluses in other parts of its budget, or by printing money.

In his 1998 State of the Union address, President Clinton proposed a policy of
“save Social Security first,” by which he meant that until such time as the President
and Congress agree on a method to put Social Security on a sound footing for the
foreseeable future, all federal budget surpluses must be applied to preserve the So-
cial Security system. This proposal has enjoyed considerable support on both sides
of the aisle in Congress.

When Social Security outlays begin to exceed Social Security revenues, this will
place an additional burden on the federal budget, as Social Security becomes a net
importer of general federal revenues. If the federal operating budget is in a healthy
posture, Social Security payments could be made out of general federal revenues,
gradually repaying the Social Security Trust Fund for amounts lent to the federal
government to cover operating deficits in the past. On the other hand, if the federal
operating budget is in deficit, then repaying the Social Security Trust Fund will be
very difficult. Proposals to solve the long term Social Security funding problem by
increasing current Trust Fund revenues are doomed to failure unless those Trust
Fund surpluses are used in such a way as to reduce future demands on the general
fund. (In fact, increases in current Trust Fund surpluses could actually make the
long term situation worse, if the current surpluses are not saved and additional obli-
gations to pay future benefits are incurred.)

In 1994, the Bipartisan Commission on Entitlement and Tax Reform (also known
as “the Kerrey-Danforth Commission”) studied the problem of projected short falls
in the Social Security and Medicare Trust Funds, as well as other mid-term and
long-term deficit problems. The Commission was unable to agree on a set of rec-
ommendations, but did valuable work in assessing the dimensions of the problem.
In an interim report published in August, 1994, the Commission projected that with
no changes in law, by 2010 entitlement spending and interest on the natioal debt
would consume almost the entire federal revenues; by 2020, entitlement spending
alone would almost equal the federal revenue stream; by 2030, there would not be
enough revenue to service the federal entitlement obligations, even if no money were
used for other purposes, including payment of interest on the national debt.

In 1995 and 1996, The Advisory Council on Social Security examined the mid-
term and long-term solvency of Social Security and the Social Security Trust Fund.
The Council submitted its report in January, 1997. Once again, there was no major-
ity on the Council for any single set of recommendations. Three different proposals
were put forth by different groups of members. A majority of the Council rec-
ommended mandatory Social Security coverage of public employees, although the
three labor members of the Council opposed this proposal “because of the financial
burden that would be placed on workers and employers who are already contribut-
ing to other public pension systems.”



46

These hearings are being held to consider the advantages and disadvantages of
mandatory Social Security coverage of public employees as a partial solution to the
long-term funding problems of Social Security.

MANDATORY SocCIAL SECURITY COVERAGE IS WRONG AND SHOULD NOT BE ADOPTED

1. Public employees are well provided for under their public plans; mandatory Social
Security coverage will harm public employees as well as people who have retired
from non-Social Security public plans.

Public plans do an excellent job of providing retirement security for their mem-
bers. Analyses done by public plan fiduciaries indicate that public employees of al-
most any description (in terms of salary, length of services, etc.) are better protected
under their public plan than they would be under Social Security. For example, the
Public Employees Retirement Association (“PERA”") of Colorado produced a study
(assuming retirement in 1998 at age 62) showing that an employee working ten
years with a highest average salary of $15,000 per year, would receive a Social Se-
curity benefit equal to 20.6 percent of pay; the PERA employee would receive a ben-
efit of 22 percent. For short term employees with higher average rates of pay, Social
Security benefits are proportionately much lower. For example, a ten year employee
with a highest salary of $60,000 per year would get a benefit of 11.8 percent under
Social Security; his PERA benefit would be 22 percent.

Longer term employees at all rates of pay have more secure retirements under
PERA. A fifteen year employee earning a highest average salary of $15,000 would
receive 28.6 percent of pay under Social Security—33 percent under PERA. A twen-
ty year $15,000 per year employee would receive 32.4 of pay under Social Security—
fifty percent of pay under PERA. At thirty years of service, this hypothetical, rel-
atively low pay ($15,000 per year) employee would receive 42.6 percent of pay under
Social Security, but 75 percent of pay under PERA. At forty years of service, the
respective numbers are 49.5 percent of pay under Social Security; 100 percent for
PERA.

PERA of Colorado is a good plan, but analyses of other public plans prove that
these plans also do an excellent job for their employee-members. A comprehensive
study of public plans, prepared under the sponsorship of Third Millennium, entitled
“Freed From FICA: How Seven States and Localities Exempt a Million Employees
from Social Security and Provide Higher Pension Benefits to Retirees” (March 1997)
(the “3rd Mill Report”) compares the benefits provided under seven large public
plans with those provided under Social Security. An employee retiring after 40 years
of work at age 65 with an age 62 salary of $20,000 would receive an annual pension
of $22,153 from the Public Employee Retirement System (“PERS”) of Nevada;
$17,722 from the State Teachers’ Retirement System (“STRS”) of California; $18,609
from PERS of Ohio; $18,609 from STRS of Ohio; $20,118 from the Los Angeles City
Employees’ Retirement System; and $17,722 from the Maine State Retirement Sys-
tem. The average for the seven plans studied was $18,951. The Social Security bene-
fit for a worker with the same background would be $8,617 for a single worker and
$12,926 for married workers. As salary levels rise, public plans do an even better
job for their workers in relation to Social Security.

Relatively low paid workers need a high return on their retirement savings in
order to be able to retire with dignity. It is small consolation that the percentage
return for low paid workers is relatively generous under Social Security, if the dollar
benefits are low. For this reason, low paid workers are among those most adamantly
opposed to trading all or a substantial part of their current retirement benefits for
Social Security coverage. For example, the School Employees’ Retirement System of
Ohio, with average member compensation of less than $15,000 annually, has been
a member of CPRS, and a strong opponent of mandatory coverage, for almost two
decades.

The Social Security Advisory Council argues at pages 19-20 of its report that
“over the course of a lifetime, it is impossible to tell who will and who will not need
[Social Security] coverage.” The Council suggests that Social Security may be supe-
rior to state or local plans because of the inflation proof aspect of Social Security,
or because of the spousal benefit and other ancillary benefits, or because of Social
Security’s portability.

These claims are not supported by facts. It is not the case, for example, that So-
cial Security benefits are guaranteed. At the time of the 1983 reform, Social Secu-
rity benefits were reduced, most importantly, by increasing the normal retirement
age for Social Security on a phased-in basis. More recently, Social Security benefits
were made taxable for some recipients. Social Security’s companion program, Medi-
care, has also been the subject of many cost control measures. Current pressures
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on the funding of Social Security may quite possibly result in further benefit reduc-
tions.

Social Security benefits are reduced for earnings of beneficiaries above specified
levels until the beneficiaries reach age 70. Public plan benefits are generally not re-
duced for earnings.

All of the plans surveyed in the 3rd Mill Report provide disability benefits, as do
the vast majority of public plans. The disability benefit provided by Social Security
is hard to qualify for. (Generally a worker must be unable to perform any substan-
tial gainful activity and the impairment must have lasted, or must be expected to
last, for at least 12 months.) Public plans are often more generous. The average dis-
ability benefit provided by the seven surveyed plans was $10,440 annually.

All of the plans surveyed in the 3rd Mill Report provide pre-retirement survivor
benefits, as do public plans generally. (Six of the seven surveyed plans also provide
post-retirement survivor benefits.) For children, Social Security’s survivor benefits
cease when the child turns 18. Many public plans provide benefits after that age
has been reached if the child is a full time student. The average survivor benefit
paid by the seven surveyed plans was $6,960 annually.

Social Security provides an annual cost-of living adjustment for its beneficiaries
and so do public plans. The seven surveyed plans all provided cost of living adjust-
ments. During the period from 1988 to 1992 (when inflation was largely under con-
trol) these adjustments tended to average slightly over three percent per year. (3rd
Mill Report, page 16) Public plans, in effect, also provide very high pre-retirement
cost-of-living adjustments, because public plan retirement benefits are almost al-
ways based on the final or highest years of compensation (generally a three-year or
five-year period is used for the benefit computations).

The greatest advantage of Social Security is supposed to be its portability. Social
Security benefits are 100 percent portable after the 40 qualifying quarters have
been earned. This is particularly supposed to be an advantage for people who move
in and out of the work force. But Social Security benefits for people who have lim-
ited years of service may be low, even if those benefits are vested. No refunds are
paid by Social Security, even to workers who have less than 40 quarters. Most pub-
lic plans provide rapid vesting. All but one of the seven surveyed plans in the 3rd
Mill study vest in five years, and the plan average for all seven plans was 5.71
years. Of course, public employees are always 100 percent vested in their own con-
tributions and may roll those contributions over into an IRA if no better option is
available.

Most public plans afford considerable portability, even with regard to employer
contributions. Many plans allow transfer of credits within the same state. Many
plans also have buy-in provisions whereby employees may purchase credit in a re-
tirement system, often with proceeds from credits earned in another retirement sys-
tem.

In the future it is highly likely that portability provisions will be even better.
There is currently pending before the Congress the Retirement Account Portability
Act of 1998, which appears to enjoy substantial support. This proposal will facilitate
roll overs between different kinds of defined contribution plans and will also make
it easier for workers to roll over amounts from their IRAs into employer plans.

It is also the case that he Social Security system is not well designed to meet the
needs of certain public employees, particularly fire and police. Because of the phys-
ical and emotional stress caused by their members’ work, fire and police pension
plans generally have generous disability benefits. Also fire fighters and police offi-
cers retire earlier than most other categories of worker, because physical condi-
tioning is such an important part of job qualifications. In addition, fire fighters par-
ticularly have an average life expectancy which is significantly below that of the
general population (primarily because of fire fighter's exposure to hazardous mate-
rials). The rate of return from Social Security for many fire and police workers
would be far below average.

Some studies have also indicated that Social Security may have a poor rate of re-
turn for minorities. Governments are generally strong proponents of equal oppor-
tunity and employ significant percentages of African American, Hispanic, and other
minority workers. These employees, like their non-minority colleagues receive excel-
lent retirement benefits. Many public plans provide several optional retirement
packages to their employees when they retire, while Social Security provides only
a life time annuity.

A January 1998 report by The Heritage Foundation entitled, “Social Security’s
Rate of Return,” indicates that a low-income worker (average annual earnings of
$12,862) born in 1975 can expect a life time rate of return of about negative one
percent, for a net loss of $13,377. A large part of this negative rate of return is at-
tributable to the relatively short life expectancies of African-Americans. African-
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American women generally have a positive rate of return, but nonetheless receive
far less than they would obtain from even very conservative investments of their
Social Security contributions. The report concludes that “Social Security taxes im-
pede the inter-generational accumulation of capital among African-Americans....”

Some people make the mistake of thinking that if mandatory Social Security cov-
erage is applied on a new hires basis, then retirees and current plan participants
will not be hurt. This is not the case. Public plans provide most of their benefits
not from employer and employee contributions, but from investment earnings on
those contributions. For example, in the Ohio STRS plan, about two-thirds of all
plan benefits are paid from plan earnings. Applying Social Security taxes to new
hires will reduce the capital stream upon which the earnings are based. How fast
this would happen depends on factors which cannot now be determined. The most
important of these factors is the definition of a “new hire.” If the term is defined
conservatively, employee turnover would occur at a rate of about six to seven per-
cent per year. If the COBRA definition of a “new hire” for Medicare purposes were
to be used (many people who change jobs even within the same government system
are considered to be new hires), the turnover rate would be a great deal higher, at
least during the initial years of the new system.

Ohio STRS has concluded that mandatory coverage of new hires would result in
the loss of the medical plan which STRS now provides to members and retirees. In
addition, STRS believes that it will be necessary to (1) eliminate death, disability
and survivor benefits; (2) reduce cost-of-living adjustments from 3 percent annually
to 1.6 percent; or (3) reduce retirement benefit accruals from 2.1 percent to 1.9 per-
cent for current members, and from 1.47 percent to 1.32 percent for future members.

These changes are highly injurious and would fall most heavily on those already
retired, who would not be in a position to easily adjust. Retirees live throughout the
nation. This means that mandatory coverage, even on a new hires basis, would im-
pact people in every state, and would create additional burdens for state and local
governments throughout the nation, especially in those states which are home to
large numbers of retirees.

2. Mandatory Social Security Coverage of Newly Hired Public Workers Will Not Save
the Social Security System; Nor Will Mandatory Coverage Significantly Reduce the
System’s Problems.

The Social Security system is not in short-term trouble. Currently surpluses in
the Social Security system are being used to fund operating deficits else where in
the federal budget, although there is now wide spread support for stopping this
practice.

The Advisory Council on Social Security expresses the actuarial deficit over the
75 year period ending in 2070 in terms of a percentage of payroll, i.e., 2.17 percent.
(Advisory Council Report, p. 11) In dollars, the present value of the difference be-
tween OASDI current assets, plus OASDI tax and interest for the 75 year period,
minus the present value of OASDI obligations is minus two trillion, five hundred
and twelve billion. (Advisory Council Report, p.198). In cash flow terms the Advisory
Council expects tax receipts to exceed outgo through 2014. Beginning in 2015, Social
Security will run a small cash deficit, but growing each year, so that the short fall
for the year 2030 will be $611 billion, and the cumulative short fall for the period
2015 through 2030 is estimated at $4,512,000,000,000 (about four and one half tril-
lion dollars). (Advisory Council Report, p. 192) Estimates of the total long term
shortfall are in the range of $9 trillion. (There are, of course, other unfunded federal
liabilities, including Medicare and interest on the national debt, as well as other en-
titlements.) But the favorable economic trends which have occurred since this report
was prepared have almost certainly postponed the year when cash flow problems
will begin, and reduced somewhat the extent of the long term actuarial deficit.

In their April, 1998 report, the Social Security and Medicare Boards of Trustees
announced that the OASDI Trust Fund would remain viable through 2032 (an im-
provement of three years over previous projections). Also, the Trustees now project
that Social Security will continue to generate surpluses through 2013 (an improve-
ment of one year). OASI, by itself, will remain viable for several additional years.
The Trustees indicated, at page seven of their report, that “key dates are 1 to 4
years later than shown in the 1997 report, due in large part to better actual and
expected economic performance.” In the several weeks since the publication of the
Trustees’ Report, the economic situation has improved still further. On May 5, 1998,
the Congressional Budget Office increased its surplus projection for fiscal years 1998
and 1999 from $28 billion, to a range of between $73 and $93 billion.

The Advisory Council estimates that in terms of a percentage of payroll, manda-
tory coverage of new hires, beginning January 1, 1998, would save about 0.22 per-
cent, or about ten percent of the total actuarial deficit for the period 1995 through



49

2070. This is largely because cash from new hire taxes would come into the system
before the obligation to pay out benefits materialized. Of course, the obligation to
pay out benefits with respect to contributions made before 2070 would continue long
past that year.

In order to determine how to repair Social Security, it is necessary to understand
what is wrong now. Although there may be many problems with Social Security, by
far the most important is that the system has tried to operate on a pay-as-you-go
basis. This approach worked without great strain so long as national demographics
were favorable, and the pool of workers was growing much more rapidly than the
pool of retirees. This was the case for many decades, but it is no longer the case.

Although there is a large Social Security Trust Fund, which will keep Social Secu-
rity in actuarial balance through about 2032 (perhaps slightly longer), this trust
fund consists of money which the federal government has promised to repay to itself
in the future. When Social Security obligations begin to exceed tax revenues, there
is no box of money that the government can go to in order to make up the short
fall. The federal government can either print money, thereby fueling inflation, or
repay the Social Security Trust Fund out of an operating surplus in the rest of the
federal budget.

There is a third choice, which is to invest the current Trust Fund surplus in as-
sets which may be redeemed later. This has not been done in the past, but there
is no insurmountable obstacle to undertaking such a policy in the future. For exam-
ple, current surpluses could be used to pay down the national debt (thereby making
It easier to create operating surpluses In the future), or by having the federal gov-
ernment invest in stocks and bonds, or by the creation of personal savings accounts
which, in the future, would reduce workers’ claims on the existing Social Security
system. There are problems and advantages in connection with all of these ap-
proaches. But until the federal government faces up to the fundamental difficulties
of the pay-as-you-go approach, Social Security’s funding problems can only be solved
on a pay-as-you-go basis, which means, for years in which outgo exceeds revenues,
that benefits must be cut or taxes must be increased.

Many ideas have been advanced in connection with funding Social Security. Re-
ducing the cost-of-living adjustment (“COLA”) for Social Security saves very large
amounts of money. In December of 1996, The Boskin Commission reported to Con-
gress its conclusion that the then current method of calculating the Consumer Price
Index (“CPI") over stated the rate of inflation by 1.1%. This conclusion was highly
controversial, but almost everyone agreed that CPIl was overstated by some factor.
On April 16, 1998, The Bureau of Labor Statistics announced the last in a series
of reductions to the CPI. These final changes will take effect on January 1, 1999,
and, together with reductions that have already been made, will total .8 of one per-
cent. (It is hard to determine whether the Social Security Trustees took any account
of these CPI reductions in their April, 1998 Report, but it seems certain that they
took no account of the more recent changes.)

Small reductions in CPl have enormous effects. The Advisory Council estimated
that reducing CPI by 0.5 percent, beginning in 1998, would save 0.72 percent of pay-
roll, or about a third of the entire actuarial shortfall. Even if no changes in CPI
are legislated, the long term picture is already considerably brighter than reported
by the Advisory Council a year ago.

Gradually increasing the normal retirement age also results in substantial sav-
ings, even If the adjustments are relatively minor. Currently the normal retirement
age is scheduled to increase very gradually beginning in the year 2000. By 2027,
the normal retirement age will be 67. If the normal retirement age were to be raised
by two months a year, beginning in 2000, capping at age 68 in 2017, the Advisory
Council estimates that this would save 0.49 percent of payroll.

Polls show that the only Social Security reform proposal which enjoys 50 percent
or more popular support is the means testing of benefits. Th Concord Coalition sug-
gested phasing out benefits for those having income over $40,000 per year, capping
the reduction at 85 percent of benefits. According to the Advisory Council, this
would save 1.65 percent of payroll.

Currently Social Security benefits are free of tax for most recipients. Other annu-
ities are 100 percent taxable after the beneficiary has recovered his or her basis
(after-tax contributions) in the annuity. Taxing Social Security benefits on the same
basis as other income would not be popular, but it is difficult to argue that it would
not be fair.

Eliminating the wage base cap would also raise very large amounts of money,
even though relatively few people would be effected. This has already been done
with respect to Medicare.

Mandatory Social Security coverage of new hires will not come close to solving So-
cial Security’s problems. Even if the Advisory Council projection of 0.22 percent of
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payroll is correct, it was based on the assumption that mandatory coverage would
be imposed January 1, 1998. The earliest legislation is expected would be next year,
and there is no way state and local governments could adjust to mandatory coverage
by the year 2000, based upon legislation enacted in 1999. Many of those who have
looked at the problem believe that it would take state and local governments four
years to adjust to the legal, financial, and administrative problems connected with
mandatory coverage. Moreover, mandatory coverage would be the subject of Tenth
Amendment litigation, possibly causing more delay, and making it uncertain wheth-
er revenue from mandatory coverage would ever be realized.

In addition, there would be offsets. Some employee contributions to public pension
plans are tax deductible, but all benefits are taxable (after the worker has recovered
his or her basis). Employee contributions to Social Security are not tax deductible,
but all benefits are tax free to most recipients. Moreover, state and local govern-
ments would have to raise taxes to pay their share of OASDI taxes (and perhaps
some or all of the employees’ share as well) and many of these new taxes would
be deductible for federal income tax purposes.

Eventually, of course, public employees would draw out benefits on the same basis
as everyone else. If mandatory coverage of new hires were to be imposed relatively
soon, benefits would come do for newly covered employees would begin to come due
around 2030, exactly the time when Social Security is predicted to be in its greatest
crisis, at least on an actuarial basis.

Worst of all, of course, would be for Congress to cover new hires, but fail to save
the tax revenues. That policy is precisely what has created the difficulties that we
face today.

On the other hand, if the government does save the surpluses in the Social Secu-
rity Trust, and if the economy continues to prosper, these factors, together with the
CPI adjustments which have already been announced. will make it easier to face
whatever is left of the problem. It would be worth while to examine these develop-
ments before taking more radical action.

Of course, Congress may decide to modify the current structure of Social Security
not merely to solve the funding problem, but to provide better retirement benefits
for participants. Such action (usually described as privatization) might increase
costs for Social Security participants in order to provide the increase in benefits. But
there is no reason why public employees should pay these costs; they are already
funding their own system.

3. Mandatory Social Security Coverage Will Harm Existing Public Plan Participants
and Retirees and This Proposal Is Not Fair.

Some people argue that mandatory Social Security coverage should be imposed on
grounds of fairness. The Advisory Council argues, at page 19 of its Report, “all
Americans have an obligation to participate [in Social Security], since an effective
Social Security program helps to reduce public costs for relief and assistance, which,
in turn, means lower general taxes.” Other people have an instinctive reaction that
if Social Security is good enough for everyone else, why shouldn’t public employees
participate. It is also argued that, at least in percentage terms, Social Security con-
fers a high benefit on very low paid workers, and that in the future most other wage
earners will have to subsidize this benefit. (Until recently, almost all participants
had a very positive return from Social Security in dollar terms.)

Public retirement plans also reduce public costs for relief and assistance in pre-
cisely the same way that Social Security achieves that effect. Employees covered by
public plans are not candidates for welfare, SSI, or other forms of public assistance.
Public plans provide higher dollar benefits in proportion to salary and years of serv-
ice than does Social Security. Low income workers depending entirely on Social Se-
curity for their retirement income are virtually certain to need public assistance.

Moreover, whereas the Social Security funding problem has created substantial
exposure to the federal government in terms of future needs for revenue, there is
no exposure to the federal government, or to the taxpayers who support that govern-
ment, in connection with public plans, because public plans are not insured by the
Pension Benefit Guaranty Corporation.

There is some evidence that the Advisory Council was not that concerned with
questions of fairness. In an April, 1997, speech before the National Conference of
Public Employee Retirement Systems, Edith Fierst, a member of the Council, said
of the mandatory coverage proposal, “We did it primarily because it would be good
for Social Security, not because it would be good for the employees. Our interest was
that if people came into Social Security and began to pay the Social Security tax,
that helps the Social Security’s trust fund, and they won't start to draw benefits
based on those contributions for some years.”
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Whether or not public employees should be in Social Security because everyone
else is depends to a considerable extent on why the nation is having a serious con-
versation about Social Security. If we were writing on a clean slate, with full knowl-
edge of the problems Social Security faces, and the alternatives to Social Security
which could provide greater retirement security for the vast majority of bene-
ficiaries, it is highly likely that the nation would follow a model that is much closer
to the public plan model, than to Social Security as it exists today. To the extent
that Congress determines to establish private retirement accounts for Americans, to
replace all or part of the current Social Security system, it makes no sense whatever
to move millions of public employees in the opposite direction. This can only com-
plicate transition problems, and raise the ultimate cost of moving toward a
privatized system.

Public employees did not cause the current funding problems for Social Security,
nor did non-covered public employees benefit during the many decades when almost
every participant came out of the Social Security system a winner. Social Security
surpluses have helped to disguise deficits in the general operating budget of the fed-
eral government, primarily during the last ten years, and public employees have ex-
perienced lower federal income taxes (or lower federal debt owed to third parties)
or exactly the same basis as everyone else, including Social Security participants
and beneficiaries, but no more so. If it is decided to repay the Social Security Trust
Fund in the future out of general fund surpluses, public employees will pay their
share of those surpluses through federal income taxes and other federal taxes.

Throughout most of its history, and even today, Social Security was an arrange-
ment where everyone won. For example, low-wage single workers who turned 65 in
1960 paid life-time taxes of $4,000, [employer and employee] and received life-time
benefits of $30,100, for a positive return of $26,100 [in 1993 constant dollars]
(Steuerle and Bakija, “Retooling Social Security for the 21st Century,” The Social
Security Bulletin, 1997, #2, at page 47, the “Bulletin Report”.) High wage earners
received a more positive return measured in dollars, although low-wage workers re-
ceived a better return measured as a percentage of life-time taxes to benefits. But
members of every group (low, average. and high earners, male and female, single
and married, one-earner and two-earner couples) that turned age 65 in 1960, on av-
erage, came out big winners. High wage single men (the least favored category) re-
ceived life-time benefits equal to almost four times life-time taxes. Factors such as
sex (women did better than men) and marital status (married one-earner couples
received life-time benefits equal to eight-and-a-half times life-time contributions)
were very important in determining how good a deal you received. Social Security
was not a re-distributional system from high-earner to low-earner. Everyone won;
high-earners won the most in dollars; women and married couples won the most in
percentage terms. (For purposes of these calculations, high-earners are assumed to
receive at least the maximum wage subject to Social Security tax ($65,400 in 1997);
average-earners are assumed to receive the Social Security Administration’s meas-
ure of the average national wage ($26,700 in 1997) each year from age 21 to age
gs, and low-wage earners are assumed to receive 45 percent of this amount (about

12,000)).

This pattern continued for workers who reached age 65 in 1980. Positive returns
for 1980 retirees were actually greater than those received by their 1960 counter-
parts measured in dollars; measured as a percentage of life-time contributions to
life-time taxes, however, the 1960 cohort did much better. But every category of
worker reaching age 65 in 1980 had a substantially positive rate of return.

For the most part, this pattern also continues for those who reached age 65 in
1995. For the first time, however, there are projected to be losers. Average-income
and high-income single males who retire in 1995 will, on average, receive less in
benefits than they and their employers paid in taxes. All other categories of work-
ers, including high-earner categories, will receive positive rates of return, though
not as high, measured either in dollars or percentages, as they would have received
in the past.

For those reaching age 65 in 2010, most single male workers will have a negative
rate of return (single male low-earners will essentially break even) and single
women, other than low-wage single women, will also lose. Married couples are pro-
jected to have positive rates of return for this age category, with the exception of
high-wage two-earner, couples, who will experience substantial losses.

For those reaching age 65 in 2030, exactly the same categories are projected to
win and lose, although losses will be greater, measured in dollars, and positive rates
of return will be low for most of the categories of winners.

Social Security has never been a system of income transfer from relatively rich
to relatively poor, nor will it be such a system in the future. To some extent, within



52

members of the same generation, Social Security will become a transfer system from
single to married, especially single-earner married.

Nor does Social Security pay a benefit that low-wage people can live on. The aver-
age low-earner retiring at age 65 in January 1996 would receive a monthly benefit
of $537. (Fast Facts and Figures about Social Security, The Social Security Adminis-
tration: 1996, page 16) Any additional support that is necessary in paid out of the
general fund, in the form of SSI benefits. Income taxes of public employees support
the general fund on the basis as everyone else.

The average annual salary for a full time state or local government employee, na-
tion wide, in October 1995, was $33,464. (Statistical Abstract of the United States:
1997: page 326) For all full time workers in 1995, the average annual salary was
$40,367 for men, and $26,547 for women. (Statistical Abstract, page 474) (The aver-
age of these two amounts is $33,457.) Public employees are squarely in the mid-
range of all Americans in terms of their compensation. If public employees were to
be brought within the system, there is no way that they would “subsidize” the bene-
fits for any other group.

For most public employees, their rights in their retirement plan represent a sub-
stantial portion of their life time savings. In 1989, the median American household
had a net worth of approximately $42,000, much of this tied up in the equity in
their home. Forty-two thousand dollars is not a large cushion. For middle income
public employees, the security provided by their public retirement plan is all that
makes possible a retirement with dignity.

But it will not be possible for public plans to maintain their current benefit struc-
ture, if mandatory coverage is imposed, even for existing plan participants and ex-
isting retirees. As discussed above, page 5, Ohio STRS has estimated that manda-
tory coverage on a new hires basis would require the elimination of health care ben-
efits, and would also require the reduction or elimination of cost-of-living adjust-
ments, or normal retirement benefits, or the elimination of ancillary benefits for
plan participants. (These estimates assume a relatively restrictive definition of “new
hire;” If the COBRA definition were used, the situation would be much worse.) The
average Ohio STRS retiree lives 25 years; three years of retirement are paid for by
employee contributions; six years are paid for by employer contributions; sixteen
years are paid for by earnings on investments.

Other systems report similar problems. For example, PERA of Colorado projects
an end to plan improvements for current participants and retirees, and new hires
would receive a combined Social Security and PERA benefit that would be slightly
less than half of the current PERA benefit.

At page 20 of its report, the Advisory Council puts forth, as one argument for
mandatory coverage, that a high proportion of state and local government workers
will receive Social Security benefits because of non-government work which they
perform, or through their spouses. A Council of Social Security experts should very
well know, but fail to acknowledge, that state and local government workers do not
receive any unfair advantage from remaining outside of the Social Security system
for most, or part, of their career. In 1983, as part of the overall Social Security re-
forms enacted in that year, Congress adopted an anti-windfall rule, which has the
general effect of reducing any Social Security benefit that the employee might other-
wise be entitled to in accordance with a formula based on the period of time during
which the employee was not covered by Social Security. This adjustment is made
because Social Security is bottom weighted—that is, Social Security tends to provide
relatively high benefits for workers who have relatively low career average earnings.
Another rule which is applicable to non-covered government workers, known as the
spousal offset rule, reduces the spousal benefit which would otherwise be payable
to these workers.

4. Mandatory Social Security Coverage Has the Same Adverse Effects As Do
Unfunded Mandates.

In recent years Congress has rightly been concerned about the effects on state and
local governments of imposing costly federal requirements on those governments,
without providing the necessary money. The Unfunded Mandate Reform Act of 1995
passed over-whelmingly in both the House and the Senate.

The cost mandatory coverage on a new hires basis would be over $100 million in
the first year for Ohio, and almost $200 million for California. When fully phased
in, California’s annual cost would be over $2 billion, and states such as Texas, Colo-
rado, lllinois, Massachusetts, and Louisiana would face annual costs in the hun-
dreds of millions of dollars. Even states like Washington, Florida, Georgia, Connecti-
cut, Kentucky, Michigan, and Minnesota, which are not commonly thought of as
non-Social Security states, would face costs in excess of $100 million per year.
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The burden caused by these extra costs would fall most heavily on those who can
afford it least, such as large cities which have substantial low-income populations.
In a March 15, 1998 article, The Washington Post discussed a report by the Milton
S. Eisenhower Foundation. (See, “Rejuvenation of Cities: Was It Just Cosmetics?,”
page A3) The report concluded that “Most adults in many inner-city neighborhoods
are not working in a typical week.” Two-third of children fail to achieve basic read-
ing levels. Child poverty. segregation, and imprisonment have all risen.

Buzz Bissinger, author of the recent book, “A Prayer for the City,” reaches similar
conclusions when he discusses the energetic reform efforts of Philadelphia Mayor Ed
Rendell, which he views largely as a failure. Bissinger concludes that wide-spread
improvement may be possible for New York, because immigration keeps the popu-
lation up, and because that city is awash in money from Wall Street. But many
other cities, like Atlanta, Cleveland, Detroit, Miami, and Newark, among other,
have no such advantages, and are far less likely to be able to re-define themselves
in ways that benefit the poorer neighborhoods.

On March 12, 1997, bi-partisan representatives of the National Governors’ Asso-
ciation testified before a joint session of the House and Senate Budget Committees,
urging Congress not to enact federal tax cuts which would force state or local tax
hikes. Mandatory Social Security coverage would be worse, a federal tax hike which
would also force state and local tax hikes.

Chairman BuNNING. Mr. Schumacher.

STATEMENT OF RICHARD E. SCHUMACHER, EXECUTIVE
DIRECTOR, PUBLIC EMPLOYEES RETIREMENT SYSTEM OF
OHIO

Mr. ScHUMACHER. Thank you, Mr. Chairman, Members of the
Subcommittee. | appreciate the opportunity to give testimony this
morning.

The potential extension of mandatory Social Security coverage to
all or any portion of Ohio’s public employees is a serious concern
to the Public Employees’ Retirement System, PERS, of Ohio. PERS
was established by the Ohio legislature in 1933. The retirement
system is a multiemployer plan covering 3,700 public employers
and 638,000 members and benefit recipients. We currently have
over $47 billion in assets.

PERS provides retirement, disability, and survivor benefits, also,
health care coverage. Our program is a defined benefit plan and is
prefunded through employee and employer contributions. The
major source of significant revenue is investment income. At our
inception, the legislature established a social contract with all of
Ohio’s public employees. Fiscally sound prefunding was one of the
important covenants. The funds are to be available when retire-
ment is requested. The 1994-96 Advisory Council of Social Security
stated, and | quote, “In the past, efforts to deal with Social Secu-
rity’s financial difficulties have generally featured cutting benefits
and raising tax rates on a pay-as-you-go basis. Further, all three
plans favored by the Council endorse the practice of partial, ad-
vanced funding.” As the baby boomer generation begins to retire,
heavy pressure will be exerted on pay-as-you-go plans, and the re-
sults could be disastrous.

The major difference between a prefunded plan and a pay-as-you-
go plan is investment income. Over 80 percent of the benefits paid
by PERS come from investment earnings. Mandating public em-
ployee new hires into Social Security would severely affect State
and local pension systems. Focusing on new hires alone creates the
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illusion that no one else would be affected. That is a false assump-
tion. All systems in Ohio would be faced over time with cutting
benefits to current, active members and retirees. Boards could be
faced with harmful choices to reduce or eliminate health care. The
fiscal impacts on this proposal on State and local retirement plans
would be significant. Costs would be shifted from the Federal Gov-
ernment to State and local governments. Remember, over 80 per-
cent of our benefit disbursements are paid by investment income.
The loss of contributions results in fewer funds to invest. This
means less investment earnings, longer funding periods, and high-
er contribution rates.

Another tragic consequence is the unfunded mandate that would
be imposed on State and local governments. The important legisla-
tion on unfunded mandates that came from the House Ways and
Means Committee in 1995 is extremely relevant today on the issue
of mandatory coverage. State and local government officials appre-
ciated your actions then and urge that the same commitment con-
tinue today. If our contribution rate was decreased by 12.4 percent
for Social Security, we would need an additional 6- to 7-percent in-
crease in contributions to provide a comparable level of benefits.
Who is going to pay the increased cost? It will be shared by work-
ers and their employers. Workers will get less take home pay, and
employer costs will increase. Taxpayers will pay more.

Since 1935, various changes have been enacted to mandate large
sectors of employees into Social Security, generally, driven by the
need for additional cash flow to pay benefits. Each time, the basis
for the change was to, supposedly, strengthen the program. Each
time, it has failed. Merely including more participants does not im-
prove the program’s long-term stability. It may for a couple of
years, but as retirements increase, greater and greater resources
are needed.

It is reported that the unfunded liability for Social Security is in
excess of $9 trillion. Each revision of Social Security has focused
on raising additional revenue and or raising the retirement age.
Perhaps, this time, it is prudent to focus on liabilities, but the leg-
islative fix looking to increase short-term cash flow, requiring
newly hired public employees to be under the Social Security Pro-
gram would cause a substantial increase in long-term Social Secu-
rity liabilities and in taxpayers’ liabilities in the State of Ohio as
well as many other States and their subdivisions.

It seems unwise to financially and administratively disrupt our
plans for the purpose under consideration by this Subcommittee.
Indeed, requiring newly hired public workers and their employers
to participate in Social Security would constitute a tax increase on
millions of Americans.

Many public plans financed by taxpayers and public workers are
operating in a sound and prudent fiscal manner. Rather than im-
posing mandatory Social Security, our successes should be studied
for ideas to use in restructuring Social Security. Thank you.

[The prepared statement follows:]
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Statement of Richard E. Schumacher, Executive Director, Public
Employees Retirement System of Ohio

The potential extension of mandatory Social Security coverage to all or any por-
tion of Ohio’s public employees is a serious concern to Public Employees Retirement
System of Ohio (PERS).

PERS was established by the Ohio Legislature in 1933. Benefits were first paid
January 1938. The Retirement System is a multiemployer plan covering 3,700 pub-
lic employers (includes all departments of state and all levels of local government),
and 638,000 members and benefit recipients. PERS provides retirement, disability
and survivor benefits, and health care coverage. Our program is a defined benefit
plan and is pre-funded through employee and employer contributions. The major
source of significant revenue is investment income.

At our inception, the legislature established a social contract with all of Ohio’s
public employees. Based on that contract, steps were taken to secure future benefits.
Fiscally sound pre-funding was one of the important covenants. The funds are col-
lected over a person’s working career to be available when retirement is requested.

The 1994-1996 Advisory Council of Social Security, in its 1997 Report, stated:

“In the past, efforts to deal with Social Security's financial difficulties have gen-
erally featured cutting benefits and raising tax rates on a pay-as-you-go basis....”

“Historically, Social Security has been financed on a current pay-as-you-go basis....
All three plans favored by the Council endorse the practice of partial advance fund-
ing....”

As the baby boomer generation begins to retire, heavy pressure will be exerted
on pay-as-you-go plans and the result could be disastrous. All plans have already
experienced a large drop in the ratio of active workers to retirees to fund retirement
benefits.

The major difference between a pre-funded plan and a pay-as-you-go plan is in-
vestment income. Over 80% of the benefits paid by PERS come from investment
earnings. Currently our system collects about 22% of covered payroll in employee
and employer contributions.

Mandating public employee new hires into Social Security would severely affect
state and local pension plans. Focusing on new hires alone, creates the illusion that
no one else would be affected; that is a false assumption. All systems in Ohio would
be faced over time with cutting benefits to current active members and retirees.
Boards could be faced with harmful choices to reduce or eliminate health care. The
fiscal impact of this proposal on state and local retirement plans would be signifi-
cant; costs would be shifted from the federal government to state and local govern-
ments. Reduction of our contributions would severely restrict investment income
sources. Remember, over 80% of our benefit disbursements are paid by investment
income. The loss of contributions results in fewer funds to invest. This means less
investment earnings, longer funding periods, and higher contribution rates.

Another tragic consequence is the unfunded mandate that would be imposed on
state and local governments. The important legislation on unfunded mandates that
came from the House Ways & Means Committee in 1995 is extremely relevant today
on the issue of mandatory coverage. State and local government officials appreciated
your actions then and urge that the same commitment continue today.

If our contribution rate was decreased by the 12.4% to fund Social Security, we
would need an additional 6-7% increase of covered payroll to provide comparable
benefits. A survey indicates a higher average total cost for Social Security integrated
plans at 26% versus non Social Security covered plans of 22%. Who is going to pay
for the increased cost? It will be shared by workers and their employers. Workers
will get less take home pay and employers’ costs will increase—taxpayers will pay
more.

Since 1935, various changes have been enacted to mandate large sectors of em-
ployees into Social Security, generally driven by the need for additional cash flow
to pay benefits. Each time the basis for change was to supposedly strengthen the
program. Each time it has failed. Merely including more participants does not im-
prove the program'’s long term stability. It may for a couple of years, but as retire-
ments increase, greater and greater resources are needed.

It is reported that the unfunded liability for Social Security is in excess of $9 tril-
lion. Each revision of Social Security has focused on raising additional revenue and/
or raising the retirement age. Perhaps this time it is prudent to focus on the liabil-
ities. The 638,000 members and beneficiaries of our system do not cause liabilities
for Social Security. But the legislative fix—looking to increase the short term cash
flow—requiring newly hired public employees to be in the Social Security program—
would cause a substantial increase in long term Social Security liabilities and in
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taxpayer liabilities in the state of Ohio as well as many other states and their sub-
divisions.

It seems unwise to financially and administratively disrupt these plans for the
purpose under consideration by the Subcommittee. Indeed, requiring newly hired
public workers and their employers to participate in Social Security would con-
stitute a tax increase on millions of Americans. Many public plans financed by tax-
payers and public workers are operating in a sound and prudent fiscal manner.
Rather than imposing mandatory Social Security—a new tax on America—our suc-
cesses should be studied for ideas to use in restructuring Social Security.

Chairman BUNNING. Sergeant Pfeifer.

STATEMENT OF MARTY PFEIFER, SERGEANT, WASHINGTON
METROPOLITAN POLICE DEPARTMENT; AND DISTRICT OF
COLUMBIA TRUSTEE, NATIONAL FRATERNAL ORDER OF
POLICE

Mr. PrFeIFer. Good morning, Mr. Chairman, distinguished Mem-
bers of the House Subcommittee on Social Security. My name is
Sergeant Marty Pfeifer, and I'm a 26-year veteran with the Metro-
politan Police Department in Washington, DC and currently serve
as the elected Trustee from the District of Columbia on the Na-
tional Board of the Fraternal Order of Police which is the largest
organization of law enforcement professionals in the Nation rep-
resenting over 272,000 members.

In addition, in 1995, | served as chairman of the District of Co-
lumbia Retirement Board which provides retirement benefits for
police officers, fire fighters, teachers, and judges in the District of
Columbia, none of whom participate in Social Security. Since 1996,
I have chaired the Investment Committee of the board which now
manages approximately $5 billion in assets.

I am here this morning to discuss fairness; fairness to those offi-
cers, public safety officials, and other public employees who have
chosen not to contribute to Social Security. We understand there
are proposals being considered that would require the inclusion of
all public sector employees in the Social Security system.

The Fraternal Order of Police vehemently opposes any Social Se-
curity reform measures that include mandatory Social Security
participation. Employees in nine Social Security covered jurisdic-
tions represent a sizeable portion of State and local government
work forces. According to OPPOSE, over 3.9 million full-time em-
ployees are affected. Social Security coverage varies considerably,
of course, by employee group, but it should be noted that according
to the Public Pension Coordinating Council, 76 percent of public
safety personnel do not participate in Social Security.

If the Federal Government imposes mandatory Social Security
participation, even if only restricted to new hires, it not only com-
prises severely the financial solvency of existing pension and retire-
ment plans, the cost to State, localities, and the individual employ-
ees would be immense. Both the employee and his or her employer
would each be required to pay an additional 6.2 percent of payroll
into Social Security. This amount would be in addition to the con-
tribution already paid by the employer and the employee into the
State or local retirement system.
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I cannot overestimate the damage that would be done to State
and local governments and families of the employees if the Federal
Government forces them to pay a new tax of 12.4 percent. Collected
data shows that the first year cost to employers, local and State
governments, of covering newly hired employees would be over
$771 million. The newly hired employees would be responsible for
an equal amount making the cost in the first year of over $1.5 bil-
lion. The total annual cost to employers for covering employees not
currently covered under Social Security would be about $8.5 billion.
When the employee share is counted, that amount rises to over $17
billion per year.

For example, Mr. Chairman, of the over 240,000 State and local
employees in the State of Kentucky, more than 61,000, many of
whom are law enforcement officers do not currently participate in
Social Security. The annual cost of mandating participation is ap-
proximately $80.9 million a year.

Federally mandated participation in Social Security is not a
minor issue. Such a mandate would adversely affect millions of em-
ployees and impose billions of dollars in additional cost to State
and local governments who are trying to stretch every dollar. Many
retirement and pension plans for public sector employees have been
specifically designed and refined on the assumption that local gov-
ernments would not be required to participate in Social Security.
This was a reasonable assumption since local governments have
never been required to pay into the system adopted in 1935 for
those who chose to participate.

An important consideration for law enforcement and other public
safety officers is a much earlier retirement age than other more
typical government employees. Local and State retirement plans
take this early retirement into consideration; Social Security does
not. As this Subcommittee is aware, the Advisory Council on Social
Security recommended that extended to all newly hired State and
local government employees as a way to raise 10 percent of the
money needed to rebalance the program. The Council’s report failed
to address the impact that mandatory participation would have on
the employers and the employees at the State and local levels of
government.

The Fraternal Order of Police understands that reforming Social
Security is necessary and certain steps need to be taken if we are
to avoid the expected shortfall in 2030. Sometimes these proposals
sound good on the surface but after careful consideration are re-
vealed to be unsound policies with damaging consequences. We be-
lieve that mandating the inclusion of all public sector employees
into the Social Security system falls into this category.

This is about fairness, Mr. Chairman. It is unfair to change the
rules 63 years later because the Federal Government is looking for
an easy way to fund Social Security without making hard choices.
The State and local governments who chose not to participate in
Social Security did not create this problem nor did the nearly 4
million employees who do not pay into the system, but all of them
would be paying a hefty price for their previous decision to create
their own retirement plans. Destroying the retirement programs of
these hard working Americans and raiding the budgets of State
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and local governments should not be a part of the Federal Govern-
ments solution.

Mr. Chairman, | want to thank you and the Members of the Sub-
committee for the opportunity to appear here today. I'd be pleased
to answer any questions.

[The prepared statement follows:]

Statement of Marty Pfeifer, Sergeant, Washington Metropolitan Police De-
partment; and District of Columbia Trustee, National Fraternal Order of
Police

Good morning, Mr. Chairman and distinguished Members of the House Sub-
committee on Social Security. My name is Sergeant Marty Pfeifer and | am a 26
year veteran with the Washington Metropolitan Police Department and currently
serve as the elected Trustee from the District of Columbia on the National Board
of the Fraternal Order of Police, which is the largest organization of law enforce-
ment professionals in the nation, representing over 272,000 officers.

In addition, in 1995 | served as Chairman of the District of Columbia Retirement
Board, which provides retirement benefits for law enforcement officers, teachers, fire
fighters and judges in the District of Columbia—none of whom participate in the
Social Security system. Since 1996, | have chaired the Investment Committee of
that Board, managing approximately $5 billion in assets.

| am here this morning to discuss fairness. Fairness to those officers, public safety
officials and other public employees who have chosen not to contribute into the So-
cial Security system. We understand that there are proposals being considered
which would require the inclusion of all public sector employees in the Social Secu-
rity system.

The Fraternal Order of Police vehemently opposes any Social Security reform
measures that include mandatory Social Security participation.

Employees in non-Social Security-covered jurisdictions represent a sizable portion
of the State and local government workforce. According to OPPOSE, an organization
opposed to mandatory Social Security coverage with which the F.O.P. works on this
issue, over 3.9 million full-time employees are affected.

Social Security coverage varies considerably, of course, by employee group, but it
should be noted that, according to the Public Pension Coordinating Council (PPCC),
seventy-six percent (76%) of public safety personnel do not participate in Social Se-
curity.

If the Federal government imposes mandatory Social Security participation, even
if only restricted to new hires, it not only compromises severely the financial sol-
vency of extent pension and retirement plans, the cost to States, localities, and the
individual employees would be immense. Both the employer and his or her employer
would each be required to pay 6.2% of payroll into the Social Security trust fund.
This amount would be in addition to the contribution already paid by the employer
and the employee into the State or local retirement system.

I cannot overestimate the damage that would be done to State and local govern-
ments and the families of the employees if the Federal government forces them to
pay a new tax of 12.4%.

Collected data shows that the first year cost to employers—Ilocal and State govern-
ments—of covering newly hired employees would be over $771 million. The newly
hired employees would be responsible for an equal amount, making the cost of the
first year coverage over $1.5 billion. The total annual cost to employers for covering
employees not currently covered would is $8.5 billion. When the employees’ share
is counted, that amount rises to over $17 billion per year.

For example, Mr. Chairman, of the over 240,000 State and local employees in the
State of Kentucky, more than 61,000—many of whom are law enforcement officers—
do not currently participate in Social Security. The annual cost of mandating par-
ticipation is approximately $80.9 million a year.

Federally mandated participation in Social Security is not a minor issue. Such a
mandate would adversely affect millions of employees and impose billions of dollars
in additional costs to the State and local governments who are trying to stretch
every needed dollar at the local level.

Many retirement and pension plans for the public sector employee have been spe-
cifically designed and refined on the assumption that local governments would not
be required to participate in the Social Security system. This was a reasonable as-
sumption since local governments have never been required to pay into the sys-
tem—adopted in 1935 for those who chose to participate. An important consider-
ation for law enforcement and other public safety officers is an much earlier retire-
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ment age than other, more typical, government employees. Local and State retire-
ment plans take this early retirement into consideration. Social Security does not.
In the event mandatory participation is imposed, how are public safety officers sup-
posed to live between the time that they retire and the age at which they qualify
to collect Social Security?

As this Subcommittee is doubtlessly aware, the Advisory Council on Social Secu-
rity recommended that Social Security be extended to all newly hired State and
local government employees as a way to raise ten percent (10%) of the money need-
ed to rebalance the program. The Council’s report failed to address the impact that
mandatory participation would have on employers and employees at the State an
local level of government.

The Fraternal Order of Police understands that reforms in the Social Security sys-
tem are necessary and that certain steps need to be taken if we are to avoid the
expected budget shortfall in 2030. Sometimes, proposals sound good on the surface,
but after examiniation are revealed to be unsound policy with damaging con-
sequences. We believe that mandating the inclusion of all public sector employees
falls into this category.

This is about fairness, Mr. Chairman. It is unfair to change the rules sixty-three
years later because the Federal government is looking for an easy ways to earn rev-
enue and “save” Social Security without making hard choices. The State and local
governments who chose not to participate in Social Security did not create this prob-
lem, nor did the nearly four million employees who do not pay into the system. But
all of them would be paying a hefty price for their previous decision to create their
own retirement plans. Destroying the retirement programs of these hard-working
Americans and looting the budgets of State and local governments should not be
part of the Federal government’s solution.

Mr. Chairman, | want to thank you and the members of this distinguished Sub-
committee for the opportunity to appear before you today. | would be pleased to an-
swer any questions.

Chairman BunNING. Thank you.
Mr. Lussier.

STATEMENT OF THOMAS R. LUSSIER, EXECUTIVE DIRECTOR,
MASSACHUSETTS TEACHERS' RETIREMENT BOARD

Mr. LussiEr. Mr. Chairman, Members of the Subcommittee, my
name is Tom Lussier. I'm the executive director of the Massachu-
setts Teachers' Retirement System. We administer retirement, sur-
vivor, and disability benefits for nearly 110,000 active, inactive,
and retired public school teachers and administrators. We enrolled
our first member on July 1, 1914.

It is our opinion that expanding Social Security taxes will result
in higher costs to all Massachusetts taxpayers; reduced benefits for
all future Massachusetts teachers; unintended reductions in critical
public services, and the destruction of our current retirement sys-
tems. Worse, it is our belief that this enormous price, paid by our
taxpayers and public servants, will produce no appreciable, positive
result on behalf of the Social Security Program.

The problems that bring us together for this hearing are not dis-
similar from those that have been successfully confronted by public
plans throughout the country. In 1987, Massachusetts ultimately
faced the reality that a pay-as-you-go financing program was irre-
sponsible and threatened the stability of our State budget and the
retirement security of our dedicated public employees. Over a pe-
riod of time, we have adopted and funded actuarially sound fund-
ing schedules, and we've repealed regressive legalist restrictions on
the investment of system assets. As a result, the MTRS has seen
its original 40-year funding schedule reduced by 10 years. Our sys-
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tem which in 1987 was less than 40 percent funded, by some esti-
mates, is currently more than 85-percent funded.

In our view, it is totally unreasonable to assume that Massachu-
setts or any other State which finds itself in a similar situation will
be able to maintain a comprehensive benefit program and absorb
the additional employer costs resulting from forced Social Security
coverage. The actuary for the Massachusetts Public Employer Re-
tirement Administration Commission has reported that the Social
Security benefit is 43 to 75 percent below the Massachusetts super-
annuation retirement benefit depending on salary. Normal cost
payments by employers in Massachusetts are currently trending
downward. In fact, for employees hired after July 1, 1996, these
costs range between 2 and 4 percent of salary. The present Social
Security employer rate is 6.2 percent. Thus, for new employees
only, Massachusetts government employers would be required to
make an additional payment under Social Security of between 2.2
and 4.2 percent of payroll just to pay their Social Security tax.

Inevitably, the passage of mandatory Social Security coverage
will result in the repeal of current retirement benefits. Although
there is a temptation to assume that a supplemental retirement
program would be developed to bridge the gap between the level of
Social Security benefits and those currently provided by our sys-
tem, it is pure speculation as to what form such a program might
take.

Some have suggested that imposing mandatory Social Security
coverage on all State and local government employees is a simple
matter of fairness. Since fairness is a difficult quality to evaluate,
consider these questions: Massachusetts has provided retirement
benefits for its public school teachers since 1914. Is it fair to under-
mine that commitment in order to ever so slightly improve the
short-term cash flow of a pay-as-you-go Social Security system that
will provide our public employees reduced benefits at higher costs?
The Massachusetts legislature has crafted a public retirement pro-
gram that responds to the unique characteristics of vastly different
jobs, risks, and responsibilities. Is it fair to force the abandonment
of such a program in order to fund a less secure one-size-fits-all
program? The implementation of mandatory Social Security will in-
crease the cost of providing retirement benefits for the Common-
wealth and most of its cities and towns. Is it fair for the Congress
to impose such a tax on our State and municipalities? The Un-
funded Mandate Reform Act of 1995 received overwhelming sup-
port throughout the Congress. Is it fair to be against unfunded
Federal mandates except for this one?

In closing, please accept my most sincere best wishes in your en-
deavor to strengthen and prudently fund the Social Security Pro-
gram. Over the years, many of us who have opposed mandatory So-
cial Security have been incorrectly seen as anti-Social Security. The
Social Security Program is an American treasure, and it must be
preserved and strengthened. For nearly 20 years, my mother’s
monthly Social Security check was her most significant means of
support. Her Social Security benefit allowed her as it does millions
of other Americans the opportunity to live independently and with
dignity. We owe it to her and to countless people like her to pre-
serve and to protect the Social Security system. However, | would
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respectfully suggest to you that it would be wrong to honor that
commitment by causing Massachusetts and other States to break
their commitments made to their members and to their public re-
tirement systems. Thank you, Mr. Chairman.

[The prepared statement follows:]

Statement of Thomas R. Lussier, Executive Director, Massachusetts
Teachers’ Retirement Board

My name is Thomas R. Lussier. | am the Executive Director of the Massachusetts
Teachers’ Retirement Board (MTRB), a position that | have held since November of
1984. | served as the First Deputy Commissioner of the Massachusetts Division of
Public Employee Retirement Administration during 1983 and 1984 after having
been elected to four terms in the Massachusetts House of Representatives. | served
as a member of the Massachusetts Retirement Law Commission from 1984 through
1987 and am currently an elected member of the Executive Committee of the Na-
tional Council on Teacher Retirement.

The MTRB administers retirement, survivor and disability benefits for nearly
110,000 active, inactive and retired public school teachers and administrators who
comprise the membership of the Massachusetts Teachers’ Retirement System
(MTRS). The MTRS, originally known as the Massachusetts Teachers’ Retirement
Association, was established by the Massachusetts General Court in 1914. Our first
member was enrolled on July 1, 1914. The MTRS is one of the 106 contributory re-
tirement systems that serve the public employees of the Commonwealth of Massa-
chusetts. Collectively, the Massachusetts public retirement community represents
nearly half a million employees, retirees and beneficiaries who remain outside of the
Social Security System. The assets of these systems exceed $30 billion.

On behalf of the members of the MTRB and our membership, let me first fully
endorse the very comprehensive testimony that has been submitted by Robert J.
Scott on behalf of The Coalition to Preserve Retirement Security (CPRS). We are
active members of the CPRS and are proud to be part of such a positive effort on
behalf of millions of public employees and their beneficiaries. To supplement the
message of the CPRS, | want to specifically express our very serious concerns with
regard to the negative impact that will most certainly result should Congress opt
to mandate Social Security coverage on Massachusetts public school teachers and
administrators. In general, our concerns could easily be echoed by the administra-
tors and trustees of each of the Commonwealth’s other 105 retirement systems on
behalf of their active and retired members.

It is our opinion, that expanding Social Security taxes and coverage to Massachu-
setts teachers and to all other public employees will result in higher costs to all
Massachusetts taxpayers, reduced benefits for all future Massachusetts teachers
and other public employees, unintended reductions in critical public services such
as education and public safety, and the destruction of our retirement systems as we
currently know them. Worse, it is our belief that this enormous price, paid by our
taxpayers and public servants, will produce no appreciable positive result on behalf
of the Social Security program. In fact, the long-term liabilities associated with ex-
panding Social Security coverage to all State and local government employees will
inevitably far exceed the short-term gains that can appear to make this alternative
attractive.

BRIEF BACKGROUND

The Social Security program was established in 1935, 21 years after the first
teacher was enrolled in the MTRS. The program covered all private sector employ-
ees and specifically excluded state and local government employees. Public employ-
ees not covered by a public retirement system were allowed voluntary participation
in the Social Security program in 1950; those covered by a public retirement system
were allowed voluntary participation in the program in 1954. Participating state
and local governmental units could also withdraw from the program.

Since 1983, the Social Security Act has been amended to preclude the withdrawal
of state and local governmental units; to require that all public employees hired
after March 31, 1986 be covered by Medicare health insurance, with matching em-
ployer and employee contributions; to require as of 1991 that all public employees
not covered by a state or local retirement plan be covered by Social Security or an-
other plan which provides comparable retirement benefits; and to implement anti-
windfall provisions to ensure that public employees who also had employment that
was covered by Social Security did not receive excess credit for Social Security pur-
poses.
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Today, approximately five million Americans are outside of the Social Security
system because they are covered by a public retirement plan. Additionally, there are
millions of public retirees who rely on the financial strength and continuity of public
plans for their retirement income and security.

THE SUCCESS OF PUBLIC RETIREMENT SYSTEMS SHOULD SERVE AS A MODEL FOR
SOCIAL SECURITY REFORMS.

The problems which bring us together for this hearing are not dissimilar from
those that have been successfully confronted by public plans throughout the country.
In 1976, a special Massachusetts study found:

“Under the present pay-as-you-go arrangement, the future costs of Massachusetts
pension benefits are scheduled to increase dramatically from 12.1 percent of state-
local employee payrolls in fiscal year 1978 to 31.9 percent in fiscal 1993.1

In 1977, one of the first public hearings that | participated in as a young state
legislator concerned the relative merits of abandoning a “Pay-As-You-Go” financing
program for an actuarially sound funding program. At the time, numerous groups
argued that future funding was unnecessary and that valuable state and local tax
dollars could be better spent on far more immediate needs. In fact, the National Re-
tired Teachers Association published a legislative alert which reported that “it
would seriously damage the economy of the Commonwealth to drain off hundreds
of millions of dollars for funding. We believe that the interests of present public re-
tirees, with an average pension of $4,500 being eroded by inflation, take precedence
over some hypothetical retiree of the 21st century.”2

As late as June of 1985, the Massachusetts Senate Committee on Ways and
Means reported:

“It is irresponsible for a state or individual to ignore the fiscal implications of bal-
looning payments that must be made... Since FY1975, the state’s appropriation for
pension costs (including both state and teachers’ pensions) have increased by 163.2
percent, which is an average increase of about 10.4 percent per year, compounded...
pensions have been growing about 10 percent faster than the entire state budget.”3

In 1987, Massachusetts ultimately faced the reality that a “Pay-As-You-Go” fi-
nancing program was fiscally irresponsible and threatened the retirement security
of all of the Commonwealth’s dedicated public employees. Over a period of time we
have adopted and funded actuarially sound funding schedules; we have repealed re-
gressive “Legal List” restrictions on the investment of system assets; we have re-
pealed an arbitrary cap on system benefits; and we have diligently monitored the
potential for abuse, especially in the area of disability retirement benefits.

As a result, the MTRS has seen its original 40 year funding schedule reduced by
10 years; our system, which in 1987 was less than 40% funded, by some estimates
is currently more than 85% funded. Other Massachusetts systems have totally
erased their unfunded actuarial liability. We have seen modest improvements in
benefits; greater opportunities for portability; and, as we speak, our Legislature is
consnderlng legislation to provide teachers with an enhanced benefit based on a for-
mula that more properly accounts for years of dedicated service.

In a recent report prepared for the U. S. General Accounting Office, the Massa-
chusetts Public Employee Retirement Administration Commission wrote:

“The Massachusetts experience represents a transition from ‘pay as you go’' fund-
ing to actuarially sound financing over a relatively short period. Present retirees
and employees, as well as future employees, can be confident that a sound pension
system will exist guaranteeing their hard-earned benefits. Rather than jeopardizing
those benefits through forced Social Security, the federal government should look to
the Commonwealth as an example...”

MASSACHUSETTS OFFERS ITS TEACHERS AND OTHER PUBLIC EMPLOYEES A SOUND RE-
TIREMENT SYSTEM; MANDATORY SOCIAL SECURITY COVERAGE WILL RESULT IN HIGH-
ER COSTS TO MASSACHUSETTS TAXPAYERS, WILL REDUCE BENEFITS FOR ALL FUTURE
TEACHERS AND OTHER PUBLIC EMPLOYEES AND WILL RESULT IN UNINTENDED RE-
DUCTIONS IN CRITICAL PUBLIC SERVICES.

The Massachusetts contributory retirement law (Mass. Gen. Laws, Chap. 32),
which sets forth the benefits provided by each of the Commonwealth’s 106 retire-
ment systems, guarantees a sound retirement program for all Massachusetts public

1Report of the Funding Advisory Committee and the Retirement Law Commission to the Gov-
ernor and General Court of Massachusetts, October 1976.

2Massachusetts Legislative News, NRTA/AARP Newsletter, January 6, 1977.

3 Massachusetts Senate Committee on Ways and Means, Fiscal Year 1986 Budget Rec-
ommendations, June, 1985.
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employees. The Social Security Advisory Council implies that public employees need
Social Security benefits in order to offset deficiencies in public retirement plans. The
facts don't support such a view.

According to a recent analysis completed by the actuary for the Massachusetts
Public Employee Retirement Administration Commission, the Social Security benefit
is 43-75% below the Massachusetts superannuation retirement benefit depending
on salary. The Commission has concluded that “...replacing the Massachusetts bene-
fit structure with the Social Security benefit structure substantially diminishes the
purchasing power of our retirees.” A closer look at the full program clearly supports
such a proposition:

« Massachusetts pension benefits are guaranteed. The Massachusetts retirement
law establishes a contract with each member that prevents the reduction of retire-
ment benefits. In a 1974 advisory opinion, the Massachusetts Supreme Judicial
Court stated: “...the ‘contract’ is formed when a person becomes a member by enter-
ing the employment, and he is entitled to have the level of rights and benefits then
in force preserved in substance in his favor without modification downwards.
...When we speak of the level of rights and benefits protected by 25(5) we mean the
practical effect of the whole complex of provisions...” 4

¢ A Massachusetts retirement allowance is not reduced for post-retirement in-
come from any source other than a Massachusetts governmental unit.

* Massachusetts provides both job related and non-job related disability benefits
for members. A Massachusetts public employee receives 72% of current salary plus
an annuity in the case of a job related illness or injury. For 1997, the average MTRS
job related disability benefit was $32,000; the average non-job related disability ben-
efit was $14,000 annually.

« The Massachusetts retirement law provides pre-retirement survivor benefits,
pre-and post-retirement accidental death benefits, and each retiree has the option
of providing a survivor benefit at the time of retirement. In certain instances, addi-
tional survivor benefits are available to minor children until age 22 if the child is
a full-time student.

« Although they could be better, Massachusetts generally provides cost-of-living
adjustments for its retirees and survivors. A recently enacted amendment provides
for an annual cost-of-living adjustment equal to the CPI or 3% whichever is lower,
payable on the first $12,000 of a member’s benefit. For teachers, the Massachusetts
Legislature is currently considering establishing a minimum pension benefit for all
teachers who retired with a minimum of 25 years of service. In a 1997 report enti-
tled, “Retirement Benefits for the 21st Century: An Actuarial Appraisal of Retire-
ment Alternatives” the MTRB called upon the Legislature to enact a purchasing
power protection plan in order to guarantee the long-term financial security of every
Massachusetts retired teacher. As we get closer to attaining our goal of full funding,
post-retirement benefit protection will only get better.

¢ Since all Massachusetts public retirement systems are governed by a common
law, retirement benefits are totally portable within the Commonwealth. In addition,
since the MTRS allows relatively inexpensive purchases of service credit for of out-
of-state teaching, for certain non-public school teaching service, and for military
service, our members enjoy the benefits of a highly portable system. Should the Con-
gress pass the recently introduced Retirement Account Portability Act of 1998, im-
portant barriers to portablitiy between private and public plans will be removed.

* Massachusetts retirement benefits, as is the case in virtually all public retire-
ment plans, have been designed to meet the unique needs of our membership. Al-
though this is particularly true for public safety employees, Massachusetts has also
provided better benefits at lower retirement ages for individuals who are engaged
in certain hazardous or high risk non-public safety careers. The Massachusetts Leg-
islature is currently considering providing enhanced benefits to teachers who have
served 25 years or more. In the context of education reform, many have suggested
that it is in the best interest of our children to allow teachers to retire before they
suffer the burnout that frequently comes at the end of a 35 or 40 year career.

In our view, it is totally unreasonable to assume that Massachusetts, or any other
State which finds itself in a similar situation, will be able to maintain such a com-
prehensive benefit program and absorb the additional employer cost resulting from
forced Social Security coverage. Additionally, Massachusetts employees, who cur-
rently make contributions ranging from 5 to 12% depending on their membership
date and group classification, can ill afford to pay an additional 6.2% for Social Se-
curity coverage.

4Opinion of the Justices, 364 Mass. 847 (1974-74) Opinion of the Justices to the House of
Representatives.
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In the report prepared for the U. S. General Accounting Office, the Massachusetts
Public Employee Retirement Administration Commission wrote:

“Normal cost payments by employers in Massachusetts are trending downward...
Ultimately, for employees hired after 7/1/96, these costs would range between 2%
and 4% of salary. The present Social Security employer rate is 6.2%. Thus, for new
employees only, Massachusetts’ governmental employers would be required to make
an additional payment under Social Security of between 2.2% and 4.2% of payroll.
Consequently, between $210 and $410 million would be required to meet these addi-
tional costs.”

Inevitably, the passage of mandatory Social Security coverage will result in the
repeal of our current retirement benefits for all future Massachusetts teachers and
other public employees. Although there is a temptation to assume that a supple-
mental retirement program would be developed to bridge the gap between the level
of Social Security benefits and those currently provided by our system, it is pure
speculation as to what form such a program might take.

To illustrate the severity of our concerns, please consider the following summaries
of three possible outcomes:

Option 1. Since our anticipated employer normal cost contribution for new mem-
bers is currently less than the Social Security tax, it is fair to assume that any sup-
plemental program will be designed as a defined contribution plan with no employer
contribution. Such a program would leave future Massachusetts teachers and public
employees with no disability protection, a significantly higher retirement age, and
the potential for dramatically lower retirement income.

Option 2. Since the 106 Massachusetts public retirement systems are governed by
one law, there is a tremendous amount of equality across the broad spectrum of
Massachusetts governmental units with regard to retirement benefits. All employees
currently enjoy the total portability of benefits amongst our numerous systems. Let
us assume that the Legislature will opt to allow each governmental unit to respond
to mandatory Social Security coverage in its own way. Portability, one of the goals
of the proponents of mandatory coverage, will be destroyed and we will have a dis-
jointed system of the “haves” and the “have-nots.” Who will have more success re-
cruiting the best public servants—the affluent community that offers a rich supple-
mental retirement program or the older urban community that is forced to choose
between police salaries and police retirement benefits?

Option 3. Teacher retirement costs are currently the responsibility of state gov-
ernment. Let's assume that the Commonwealth, faced with the obligation to con-
tinue to fund the normal cost for current members of the MTRS as well as the sys-
tem’s actuarial unfunded liability, establishes a supplemental program for all Mas-
sachusetts teachers. Is it possible that the Legislature would fund any employer
contribution to the supplemental program and absorb the 6.2% Social Security tax?
It is our belief that the Legislature would opt to do neither. Future teachers would
be left with a defined contribution plan with no employer contribution from the
state and every local government would be faced with a totally new obligation equal
to 6.2% of their teacher payroll. Mandatory Social Security coverage will then have
resulted in the unintentional reduction of critical local services and/or will result in
a greater tax burden at the local level.

APPLYING MANDATORY SOCIAL SECURITY COVERAGE TO NEWLY HIRED TEACHERS AND
OTHER PUBLIC EMPLOYEES DOES NOT ADVANCE THE CAUSE OF FAIRNESS;
MANDATORY COVERAGE IMPOSES A SIGNIFICANT UNFUNDED MANDATE.

Some have suggested that imposing mandatory Social Security coverage on all
State and local government employees is a simple matter of fairness. Arguing that
all Americans have an obligation to financially support the Social Security system,
proponents of mandatory Social Security believe that everyone should pay his or her
fair share.

First, let me suggest that all Americans, including those who are currently ex-
empt from mandatory participation, contribute to the Social Security system. As
American consumers we all participate in the economic activity that allows private
employers to pay Social Security taxes on behalf of their employees. In addition,
countless public employees, including myself, have contributed to the Social Security
system. Notwithstanding those contributions, many of us who choose public service
as our primary career, may never qualify for one dollar of Social Security benefits.

Secondly, fairness is a difficult quality to evaluate. Consider these questions:

Massachusetts has provided retirement benefits for its public school teachers
since 1914. For 21 years before the Social Security system even existed, Massachu-
setts was responsibly fulfilling its obligation to public school teachers. For nearly
four generations, Massachusetts taxpayers and our members have invested in the
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future of our retirement program. Is it fair to undermine that commitment in order
to ever so slightly improve the short-term cash flow of a pay-as-you-go Social Secu-
rity system that will provide our public employees reduced benefits at higher costs?

The Massachusetts Legislature has crafted, and continues to enhance, a public re-
tirement program for Massachusetts public employees that responds to the unique
characteristics of vastly different job risks and responsibilities. Is it fair to force the
abandonment of such a program in order to fund a less secure, “one size fits all”
program?

The implementation of mandatory Social Security will increase the cost of provid-
ing retirement benefits for the Commonwealth and most of our cities and town. The
increased cost will result in higher state and local tax burdens, significantly reduced
retirement protection, critical reductions in essential public services or some com-
bination of all of the above. Is it fair for the Congress to impose such a tax on our
State, our cities and our towns? To force lesser benefits on dedicated public employ-
ees? To unintentionally reduce essential local services?

The Unfunded Mandate Reform Act of 1995 received over-whelming support
throughout the Congress. Congress was properly concerned about passing the cost
of expensive federal mandates onto State and local governments. Is it fair to be
against unfunded federal mandates... except for this one?

It has also been suggested that current members of our public retirement systems
will not be effected by imposing mandatory Social Security coverage on new employ-
ees. Our experience causes us to be concerned about this suggestion as well.

For example: A 43 year old teacher in Springfield, Massachusetts, with 18 years
of service in the MTRS, seeks and receives a promotional opportunity as a vice prin-
cipal in the Hartford, Connecticut school system. Since she’s a vested member of the
MTRS, she leaves her funds on deposit and begins her commute to Hartford. After
five years of experience in Connecticut, she applies for and receives a principalship
back in Massachusetts. She returns home and works until her ultimate retirement.

Today, this teacher would take a refund of her contributions from the Connecticut
Teachers’ Retirement System, purchase her five years of out-of-state service in the
MTRS and ultimately retire with essentially a career of uninterrupted creditable
service. Were mandatory Social Security coverage to be applied in this instance, how
would she be effected? As a new employee in Connecticut, she would have contrib-
uted to Social Security. When she subsequently returns to Massachusetts, what is
she? If she's deemed to be exempt from Social Security because she’'s a vested mem-
ber of the MTRS, will her five years of Social Security contributions in Connecticut
ever benefit her? If she’'s deemed to be a new Massachusetts employee and therefore
mandated into Social Security, will she be able to once again become active in the
MTRS? Is it possible that she and her employer could be forced to fund current
MTRS and Social Security contributions? Most importantly, when she ultimately re-
tires what level of benefits will she actually be entitled to? Will the offset and anti-
windfall provisions of Social Security negatively impact her ability to combine her
public pension with Social Security?

This is one current member who will undoubtedly be effected by the adoption of
mandatory Social Security. Let us not forget that there could be millions like her
throughout America.

CONCLUSION

In closing, please accept my most sincere best wishes in your endeavor to
strengthen and prudently fund the Social Security program. Over the years, many
of us who have opposed mandatory universal Social Security coverage have been
seen as anti-Social Security. At times, some have opted to tear down the system as
a justification for continuing to exclude public employees. In my view, such a course
is wrong. The Social Security program is an American treasure and it must be pre-
served and strengthened.

My Mother died last August at the age of 83. For nearly 20 years, her monthly
Social Security check was her most significant means of support. A Social Security
benefit allowed her, as it does millions of other Americans, the opportunity to live
independently and with dignity. We all owe it to countless people just like her to
preserve and protect the Social Security system. However, | would respectfully sug-
gest to you that we would be wrong to honor that commitment by causing Massa-
chusetts and other States to break the commitments made to the members of their
public retirement systems.

Thank you for the opportunity to participate in today’s hearing.
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Chairman BUNNING. Mr. Pyne.

STATEMENT OF GEORGE PYNE, EXECUTIVE OFFICER, PUBLIC
EMPLOYEES' RETIREMENT SYSTEM OF NEVADA

Mr. PYNE. Thank you, Mr. Chairman. Mr. Chairman, Members
of the Subcommittee, my name is George Pyne. | am the executive
officer of the Public Employees’ Retirement System of Nevada. By
way of background, nearly 100,000 people within the State of Ne-
vada are members or recipients of benefits from the Public Employ-
ees’ Retirement System. In a State with under 2 million residents,
we estimate our retirement system has some financial impact on
1 out of every 5 Nevadans.

Mr. Chairman, | have yet to talk to a member of our system who
does not have serious reservations about the cost impact and threat
to retirement security this proposal brings to thousands of current
and future members of our PERS, Public Employees’ Retirement
System. The numbers speak for themselves.

Consider that Nevada PERS already provides adequate replace-
ment income for career employees at a cost of only 18.45 percent
of payroll. Should we be forced to overlay the cost of Social Security
on our current plan structure, it is estimated Nevada employers
and new hires share in the first-year cost of $27 million for manda-
tory coverage. This increases to $157 million in the 5th year. Given
that our present member payroll is $2.3 billion this represents a
significant increase in the amount targeted for payment of retire-
ment benefits. Even if Social Security were not a direct overlay on
our current benefit structure but rather combined with reduced
PERS benefits, the costs are prohibitive. For regular members of
our plan the contribution rate needed to maintain current benefit
levels when combined with Social Security is estimated to go from
18.45 percent of payroll to 27.1 percent. In our opinion, this shows
the relative inefficiency of the pay-as-you-go funding structure of
Social Security.

Continuing the scenario of maintaining level benefits at an in-
creased cost, let's further explore what this means to the average
Nevada PERS member: The teacher who teaches our children; the
police officer that protects our neighborhoods. New hires would be
burdened with a higher cost for the same benefits as their fellow
employees. They must also suffer the potential consequences of the
additional cost to their employer who will face difficult decisions
about revenues to fund the added tax. Does the employer raise
taxes to cover the cost or, perhaps, cut the very public services the
employer is in the business of providing or fail to give cost-of-living
adjustments to employees? We respectfully believe that in Nevada,
employers would not seek to widen their revenue base by raising
taxes, so the alternatives would be service reductions or no cost-of-
living adjustments.

Mr. Chairman, the impact of a pay reduction is significant but
also must be viewed as merely the first hit on our members’ in-
come. As employers seek to fund their half of the added cost, other
benefits that aren’t guaranteed such as health care may need to be
reduced. This would impose a serious strain on the economic stabil-
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ity of the member and upon his standard of living, and | must em-
phasize, for no additional benefits.

The alternative of cutting services to fund benefits is also not
likely as Nevada is one of the fastest growing States in the nation
and as more people come into our State, more public services are
required, not less. From a timing perspective, this unfunded man-
date could not come at a worse time. As government grows, so too
grows the cost of government, and it is clear that in Nevada work-
ers will bear the brunt of the weight of funding to bring some form
of Social Security to our retirement system.

We also must be mindful that significant differences exist in the
dates of retirement eligibility and other plan features for PERS and
Social Security and because changes in Social Security are beyond
the control of the State of Nevada, how often would we need to re-
design our benefit program and at what cost to our employees, em-
ployers, and taxpayers if our goal is to maintain benefits similar
to our current structure.

Current plan members are rightfully concerned that because
most benefits come from earnings on investments, reduction of con-
tribution income into our present plan will threaten their own re-
tirement security as well. New revenue sources would need to be
found and most likely in the form of higher contribution rates.

Finally, the Nevada legislature may decide on reduced PERS
benefits and contribution levels for new hires to fund the additional
Federal tax, but now the bottom line poses a threat to their retire-
ment security.

Mr. Chairman, we recognize the important role Social Security
plays in the financial security of millions of Americans, however,
we respectfully suggest that mandatory Social Security for State
and local government employees will not accomplish any of the
long-term funding goals of Social Security and will create tremen-
dous economic burdens for public workers they can ill afford.
Thank you, Mr. Chairman.

[The prepared statement follows:]

Statement of George Pyne, Executive Officer, Public Employees’
Retirement System of Nevada

As the Executive Officer of the Public Employees’ Retirement System of Nevada
(PERS), my statement provides the Nevada perspective on mandatory Social Secu-
rity coverage and its effect on our members, benefit recipients, employers and tax-
payers in Nevada. A summary of our plan provisions and funding structure will
serve as a backdrop to discussions of the cost impact and benefit structure dif-
ferences between PERS and Social Security as it exists today.

The Nevada Legislature established PERS in 1947. At the time of PERS’ creation,
state and local government employees were prohibited from participating in Social
Security. The mission of the system was at that time, and is today, to provide a
retirement program that meets the income replacement needs of Nevada's public
employees at retirement. The Nevada State Legislature recognized that a pension
plan meeting this objective also serves to attract and retain qualified employees
whose training and experience benefit all Nevadans.

In contrast, Social Security is a program designed as a “safety net” to guarantee
a level of income above the poverty level. The difference in the objectives of these
two programs is most noticeable when one considers the higher percentage of pre-
retirement income that non-FICA pension plans such as Nevada replace at retire-
ment.
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NEvADA PERS’ BENEFITS STRUCTURE

Presently, more than 70,000 state and local government employees are members
of PERS. We have over 19,000 benefit recipients receiving various types of allow-
ances from PERS. Nevada provides a comprehensive benefit program to its members
and beneficiaries which includes service retirement, disability, and pre-retirement
survivor benefits. In a state whose population is approximately 1.8 million, we esti-
mate the System has some financial impact on 1 out of every 5 Nevadans, and in-
fuses over $300 million annually into the Nevada economy.

Service Benefit:

Prominent features of our plan include 5 year vesting (as opposed to 40 quarters
under Social Security) and a 2.5% multiplier for each year of service up to 30 years.
This translates into replacement of pre-retirement income of up to 75 percent. Bene-
fits are calculated using the average of a retirees’ highest 3 years of earnings, insur-
ing the initial benefit amount accounts for recent cost of living increases. After re-
tirement, cost of living adjustments from 2%-5% are paid annually based upon the
number of years a person is retired. Therefore, like others in our industry, we take
exception to the Social Security Advisory Council’'s suggestion that Social Security
is superior to state and local pension plans.

Regarding portability, Nevada provides 100% intrastate portability amongst Ne-
vada employers, and further allows members to purchase up to 5 years service cred-
it without regard to previous public service, thereby enhancing their retirement ben-
efit.

Public Safety Benefit:

Our pension plan also recognizes the need for earlier retirement eligibility for its
police and fire members. A 1987 study recognized that physical ability declines with
age and a youthful more vigorous front-line public safety work force is needed to
protect the public. Social Security provides no flexibility to offer early retirement to
address this important public safety issue.

Disability and Survivor Benefits:

In addition to service retirement eligibility beginning at age 65 with 5 years of
service, disability benefits are payable to members with 5 or more years of service
who become disabled from the performance of their job or a comparable job. Sur-
vivor benefits may be payable for the lifetime of the surviving spouse, and until age
23 for dependent children if they remain in school.

FINANCING NEVADA PERS BENEFITS

Our investment program plays an integral role in funding the benefits of the Sys-
tem. Unlike Social Security, PERS is funded on an actuarial reserve basis. This
means contributions paid to the System today are set aside and invested to fund
future benefits. In fact, the great majority of benefits paid by PERS come from re-
turn on investment. This focus on investment performance is amplified by the re-
duction in the ratio of active members to benefit recipients as America ages. With-
out this funding mechanism in place, delivery of benefits with certainty into the fu-
ture is threatened.

Nevadans can ill afford the financial burden associated with mandatory coverage.
Nevada is among the fastest growing states in the nation with an annual population
growth rate of over 5%. As population grows, so to grows the need for additional
public services. Our public employee population is increasing at a rate of 4% annu-
ally to address this growing need for public service. Recent estimates by the Sys-
tem’s actuary project the first year cost of covering new hires of the System under
Social Security to be approximately $27 million. After 5 years, the cumulative cost
will increase to $157 million and to $384 million after 10 years.

Considering these costs, overlaying Social Security on our current benefit struc-
ture results in significantly higher actuarially determined contribution rates. Ex-
pressed as a percentage of payroll, contribution rates for new hires would increase
from 18.45% and 27.95% to 30.85% and 40.35% for regular members and public
safety members respectively. Obviously this is cost prohibitive.

By replacing our current benefit structure with one which attempts to mirror cur-
rent PERS benefits but with payments from two sources, PERS and Social Security,
overall cost is reduced but not back to our current contribution rates. Under the sce-
nario where benefits remain the same, contribution rates still increase to 27.1% for
regular members and 40.2% for our police/fire members. This shows that Social Se-
curity does not buy as much replacement income at retirement as does PERS. More-
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over, employees in this scenario would be taking a 6.2% pay cut in the form of a
FICA tax contribution just to maintain their current benefit levels.

If our objective is to keep overall plan costs identical to current rates and be cost
neutral to both the employee and employer, as both share in the costs, benefit levels
would be reduced significantly. It is estimated the service time multiplier for new
hires would be 1%. For a career employee of 30 years the resulting benefit would
not serve as adequate replacement income when combined with Social Security.

IMPACT OF MANDATORY COVERAGE

Mandatory coverage of new hires is likely to have an adverse impact on current
members of the System as well. Our actuarial analysis is not complete. However,
it appears the lack of new entrants will increase the unfunded liabilities and extend
the time period in which to fully fund promised benefits. Because our System pre-
funds benefits, the influx of new member contributions is important to maintain a
flow of funds to be invested that will support future benefits. Our actuarial method
depends on these contributions to avoid underfunding. If the amount of funds are
inadequate to support the benefit structure, contribution rates for current plan
members will have to be increased. Benefits for current plan members cannot be re-
duced because Nevada courts have ruled PERS benefits to be a property right. The
state’'s contractual obligation requires benefits to be maintained or replaced with
equal or greater benefits.

An unfunded mandate like Social Security will require a drastic redesign of a pen-
sion plan that does exactly what it is intended to do, provide Nevada's public em-
ployees a reasonable base income at retirement. PERS Board and the Nevada Legis-
lature will face tough choices regarding contribution rates, benefit levels, and amor-
tization periods. Additionally, the Nevada Legislature must look at services provided
to our taxpaying public, and perhaps make reductions in those services to free up
the funds to pay for this costly benefit change. All this happens at a time in Nevada
where we must increase services due to our greatly expanding population base. The
general funds of every public employer in the state will be affected by any increase
in the contribution rates.

No matter how we look at it, individual plan members are likely to suffer the
most from mandatory coverage. Contribution rates will either increase with no real
increase in benefits, or benefits will diminish for the same overall cost that existed
prior to mandatory coverage. Other considerations involve the additional costs in ad-
ministration of a second tier of benefits for new hires to include pre-retirement
counseling, record keeping, and benefit determination.

In summary, we are opposed to mandatory Social Security of state and local gov-
ernment employees. It would cause serious disruption to our well-founded, well-
funded and well-designed public employees’ retirement system.

Chairman BuNNING. Thank you, Mr. Pyne. I'm going to start off
the questioning with Sergeant Pfeifer, because some of the things
that he said are really critical. You said that 76 percent of public
personnel do not participate in Social Security. Now, you also
raised an excellent point which is that law enforcement and other
public safety officers retire at a much earlier age than more typical
government employees. I'm wondering what happens to those safe-
ty officers that are covered under Social Security. Do their plans
which may be a combination of Social Security and an employer
pension, pay some type of transition benefits until Social Security
kicks in?

Mr. PreIFer. Typically, what happens is the benefits are coordi-
nated with Social Security so that the plan will carry you a certain
number of years. Let's say you retire at age 55, they carry you the
additional 10 years with your current retirement plan at a level—
in the good plans which are funded—at a higher level. Then, once
you get to the age where you hit Social Security there will be an
offset and Social Security will pick up a piece of that, so that the
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expense to the local or the State government will decrease once you
hit 65 and you integrate with Social Security.

Chairman BuNNING. But they will maintain the same level of
benefits. In others words, say they're getting $1,000, and they hit
65, what benefit would they then receive? Would they receive more
than $1,000 or would they receive the same benefit when Social Se-
curity is included?

Mr. PreIFerR. When Social Security kicks in, in some plans, and
it varies—because all these plans vary according to how they're
structured—in some plans, the $1,000 would be reduced to reflect
the contribution provided by Social Security, and because you've
touched on that, what we're really talking about here are replace-
ment rates and how much of your income you're going to replace
at the time you retire.

Chairman BuUNNING. That's right. That's what I'm trying to find
out.

Mr. PreIFer. Individual plans do not always keep pace with in-
flation. They do not have escalators built in like Social Security
does with the CPI, Consumer Price Indexes. So, some of these
plans—Ilet's say if you retire at a relatively generous benefit at 60
percent of your salary the day you retire. If you have no CPI provi-
sion in there that continues to keep you up with the cost of living
and you live 20 years more, and the inflation rate is only the cur-
rent 2.5 or 3 percent today, you've lost about 60 percent of your
earning capacity if you have absolutely no CPI in there. So, what
happens is you have to go out and get another job to augment that
if that's the case. If you're fortunate enough to have an escalator
in there which will keep you up with inflation like Social Security
does, then you're much better off, and that's one of the positive fea-
tures of Social Security, the fact that you do have CPI built into
it, so that you're always staying relatively current with the cost of
living.

Chairman BuNNING. Do you know what the average age of the
police officers and the safety officers retirement is?

Mr. PreIFER. It would vary from State from State. Generally
speaking, now, it would be somewhere between 50 and 55 years.

Chairman BuNNING. The reason | ask that is | have a police offi-
cer who happens to be my field representative, and he retired very
early and became a member of my staff, and now he’s paying Social
Security and will not only get his retirement from the police but
he will get Social Security added on top of that when he becomes
old enough to retire from public service in the congressional office.

How does a disability plan—and I'm staying with this before I let
others inquire—how do the disability plans offered police and fire
fighters by their State and local retirement plans differ from the
Social Security Disability Program?

Mr. PFeIFeER. Generally speaking, of course, varying from locality
to locality, State to State, the disability provisions vary widely. The
disability provision for Social Security itself is a very high bar to
get over, because you have to be almost totally and permanently
disabled, and you cannot really be employable per se.

Chairman BunNING. You do have to be permanently disabled.

Mr. PreIFeEr. That's Social Security. Now, in public safety, the
bar is lowered, because consideration is given to the fact that if a
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officer is injured in the line of duty and is no longer fit to perform
public safety jobs such as riding a scout car on the street, riding
the back step of a firetruck, then we need to make a provision to
compensate the member as much as possible and make them
whole.

Chairman BunNING. Do they have percentages of disability and
things like that?

Mr. PreIFer. Percentages of disability vary widely. Again, it
could vary—some plans—from 20 percent depending on the extent
of the disability up to about two-thirds disability.

Chairman BuNNING. And that would include of the salary that
you were making at the time that you were partially or perma-
nently disabled?

Mr. PreiFer. Of the base salary. Now, the key thing to consider
when you look at disability is because it is disability income, that
is not taxable. So, that is tax free, so whatever percentage you get,
unless you change it today or sometime soon, is going to be tax
free. If you retire on an optional retirement or a standard retire-
ment then you pay taxes on that money. So, someone who retires,
let's say, on a——

Chairman BunNING. Except if you live in Kentucky, you don't.

Mr. PreIFeR. | might have to move there. [Laughter.]

So, if you retire on disability, you pay no Federal tax. In most
cases, you pay no State tax. If | retired on the same amount on a
optional retirement, as we call it, | would pay Federal tax, and I
would be in the 28-percent tax bracket, probably, so I'd be paying
a significant amount.

Chairman BuNNING. I'm going to submit some questions to oth-
ers that are at the table in writing, and | would appreciate your
participation.

[The questions and answers follow:]

Responses of Sgt. Marty Pfeifer to Mr. Bunning’s Questions

1) Should mandatory coverage of newly hired employees be enacted, potentially re-
sulting in a lowering of retirement benefits and/or salaries? What would be the im-
pact on the ability for safety officers to recruit new hires?

No, the National Fraternal Order of Police vehemently opposes any Social Secu-
rity reform measures that include mandatory participation of public employees,
newly hired or otherwise.

The answer for this is simple; it is a question of fairness to those law enforcement
officers, public safety officials and other public employees who have chosen not to
participate in the Social Security system. All are much better served, in terms of
benefits and retirement income, than they would have been or would be, if the Fed-
eral government mandated Social Security participation. To do so endangers the
plans and the retirements of employees currently in other public pension systems
and may jeopardize the ability of local law enforcement to fulfill their public safety
mission.

Social Security coverage varies considerably by employee group, but according to
the Public Pension Coordinating Council (PPCC), seventy six percent (76%) of public
safety personnel do not participate in the Social Security program. These employees
represent a sizable portion of the State and local government workforce, approxi-
mately 3.9 million full-time employees.

If the Federal government imposes mandatory Social Security participation, even
if restricted to new hires (a term which does not have a clear definition), it not only
compromises severely the financial solvency of existing pension and retirement
plans, but does not consider the immense cost to States, localities, and the individ-
ual employees. Both the employee and his or her employer would each be required
to pay 6.2% of payroll into the Social Security trust fund. This amount would be
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in addition to the contribution already paid by the employer and the employee into
the State or local retirement system.

| cannot overstate the damage that would be done to State and local governments
and the families of the employees if the Federal government forces them to pay a
new tax of 12.4%.

Collected data shows that the first year cost to employers—Ilocal and State govern-
ments—of covering newly hired employees would be over $771 million. The newly
hired employees would be responsible for an equal amount, making the cost of the
first year of coverage over $1.5 billion. The total annual cost to employers for cover-
ing employees not currently covered under Social Security would be $8.5 billion.
When the employees’ share is counted, that amount rises to over $17 billion per
year.

For example, of the over 240,000 State and local employees in the State of Ken-
tucky, more than 61,000—many of whom are law enforcement officers—do not cur-
rently participate in Social Security. The annual cost of mandating participation
would be approximately $80.9 million a year.

Federally mandated participation in Social Security is not a minor issue. Such a
mandate would adversely affect millions of employees and impose billions of dollars
in additional costs to State and local governments who are trying to stretch every
dollar at the local level.

In real terms, this means that local and State government officials would be
under tremendous pressure to change these pension systems, pitting the public safe-
ty officers against elected officials—something that no one wants. Even if the cur-
rent pension systems, which would be extremely difficult to change, were main-
tained a Social Security tax on employees and their government employers would
negatively impact public safety operations. The added financial burden at the local
and State level could result in layoffs, reduced pay or other benefits, no cost-of-living
increases and could reduce purchases of necessary equipment and technology, or
even a combination of these consequences. Too many law enforcement agencies in
our nation are forced to “make do” as it is, and adding this new unfunded Federal
mandate would inflict greater hardship on the State and local governments budg-
etary concerns.

Also of great concern to our membership is States who can change their pension
systems without going through the collective bargaining process. Facing public pres-
sure against tax increases, the legislatures in these States would likely change
them, making them much less beneficial to public safety employees. State and local
government pension contributions to these systems are likely to be reduced, prob-
ably dollar for dollar for allocation to Social Security taxes.

Congress and the Administration should carefully weigh any proposal that would
cut the take-home pay of public safety officers—even if just the new hires—by 6.2%,
the additional amount they would have to pay out under the mandatory participa-
tion plan. Would we retain or recruit the best officers if current pension systems
are 